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Save the 
Thoughtless 
Dollars 


“I got the sweetest hat today. And, my dear, of course I didn't 
really need it, but—”’ 





* * * * 


“What if it is only a few blocks? Here, taxi!” 
* * * * 


“I know I'd feel a lot better if I ate less, but I simply must have 

a big order of—” | 
* * * * 

Over there in the Picardy mud, pock-marked with significant 
craters and “plum-caked” with unspeakable things that once were 
men, our soldiers can’t hear all that some of us are saying. Good 
that they can’t, isn’t it? It wouldn’t make it any easier to stand 
firm against those blood-crazed, grey hordes who come on wave after 
wave because they believe their Kaiser is “God’s anointed shepherd 
of the German people.” 


* * * * 


It isn’t that we Americans are a selfish people. We have simply 


been thoughtless. 





Money is needed to win this war—let’s give it. So far, we have 


been asked only to lend—to lend at a good round 4% interest. Turn 
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A Method for a Compensated Wage By Index 


Numbers 
By L. K. Comstock 


No problems confront us oftener than those arising from the 
relation of employer and employee. In fact, this relationship is 
probably the most important one that engages the attention of the 
business and industrial world and transcends in importance the 
problems now being solved on the battle-fields of Europe, although 
perhaps inextricably mingled with those problems. 

We as citizens of the United States, whether we belong to the 
ranks of labor or the employers of labor, have been derelict in 
our duty, because we have negligently or deliberately refused to 
look intelligently into this problem, to seek out the facts of human 
nature involved and to be guided by what could have been found. 
The prejudices and traditions of the past still linger to make the 
employer look upon labor not in the spirit of codperation, but in 
the spirit of the master toward the servant. On the other hand, 
centuries of tradition and prejudice have made the laboring man, 
the mechanic, look upon his employer as a man to be feared and 
hated. He has had perhaps a just cause for his servile attitude. 
But in these modern days of democracy and unions, he has felt 
his strength and has endeavored to obtain by force what he 
thought he wanted and could get, because he knew no other way. 
There have been many exceptions, of course, to the general rule, 
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and many employers for generations have had the best of rela- 
tions with their employees. But neither employers nor employees 
have been fully conscious of their respective obligations to each 
other and in time the old problems confront them. 

Not much conscious effort has been expended on the solution 
of these problems for the purpose of realizing predetermined 
results. Only by striving for the impossible may we attain the 
possible. 

I think it may be stated without fear of contradiction that 
these problems taken in the mass have drifted toward temporary 
or opportunist solution rather than yielded to the power of reason 
and logic. Most labor disputes in the past have been tinged with 
anger on one side or the other and generally on both sides; or 
they have been regarded as sporting events in which the contest- 
ants have played for the stakes for sheer love of the game. A 
labor dispute hardly rises to the dignity of the term unless accom- 
panied by a strike or a lockout. In either of these cases both 
sides lose, a circumstance readily producing anger, and therefore 
usually an unjust settlement, or divesting the game of its sport- 
ing character, 

In discussing “war and human progress,” Viscount Bryce points 
out the distinction between two schools of philosophical thinkers 
or historians. One of these schools emphasizes “the power of 
reason and of those higher and gentler altruistic emotions which 
the development of reason as the guide of life tends to evoke and 
foster,” and finds in these tendencies “the chief sources of human 
progress in the past and expects from them its further progress 
in the future.” This school regards men “as capable of a con- 
tinual advance through the increasing influence of reason and 
sympathy” and dwells upon “the idea of justice and right as the 
chief factors in the amelioration of society.” 

The other school, less optimistic, insists “on the power of 
selfishness and of passion, holding these to be elements in human 
action which can never be greatly refined or restrained, either by 
reason or by sympathy,” that “social order can be secured only by 
force—right itself can only be created by force,” and that “it is 
past force that has made what men call right and law in gov- 
ernment.” 
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The tendency of this second school is “associated with the 
less rational element in man—with passion and the self-regarding 
impulses which naturally attain their ends by physical violence.” 

The conflict between these two philosophies which Bryce finds 
is the fundamental provocative of the great world war, thoughtful 
persons find also is the fundamental provocative of industrial 
conflict. 

Boiled down, these two schools of thought can be described 
as the forward looking and the reactionary schools: the former 
builds on faith and the latter constructs its edifice out of the old 
materials of the past. 

You have all known the employer who could see nothing good 
in unions and whose pessimism in regard to his relations with 
labor was not only depressing to himself but to all those who came 
within the sound of his voice. You have all known the swagger- 
ing, bullying labor delegate whose only weapon was a strike, or 
threat of strike, not to speak of anything having a long green 
background. 

The modern steel frame building is a product of vision and 
faith; the four-story composite of wood and brick is the heritage 
of the past. Democracy is the product of vision and faith: 
monarchy is the heritage of the past. The conference club is the 
product of faith: senseless, blind and vicious competition is our 
heritage of the past. 

I cannot do better here than to quote the words of President 
Wilson when speaking to the convention of the American Federa- 
tion of Labor at Buffalo last November: 

Now to “stand together” means that nobody must interrupt the pro- 
cesses of our energy, if the interruption can possibly be avoided without 
the absolute invasion of freedom. To put it concretely that means this: 
Nobody has a right to stop the processes of labor until all the methods 
of conciliation and settlement have been exhausted, and I might as well 
say right here that I am not talking to you alone. You sometimes stop 
the courses of labor, but there are others who do the same. And I believe 
that I am speaking of my own experience not only, but of the experience 
of others, when I say that you are reasonable in a larger number of cases 
than the capitalists. 

I am not saying these things to them personally yet, because I haven’t 
had a chance. But they have to be said, not in any spirit of criticism, 
because I would like to see all the critics exported; but in order to clean 
the atmosphere and come down to business, everybody on both sides has 
got to transact business, and the settlement is never impossible when both 
sides want to do the square and right things. Moreover, a settlement is 


always hard to avoid when the parties can be brought face to face. I can 
differ with a man much more radically when he isn’t in the room than I 
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can when he is in the room, because then the awkward thing is that he 
can come back at me and answer what I say. It is always dangerous. We 
must insist in every instance that the parties come into each other’s pres- 
ence and there discuss the issues between them, and not separately in 
places which have no communication with each other. 


After incalculable losses, to both employer and employee 
through many years, by reason of strikes and lockouts, it would 
seem that the time had arrived for these two parties to apply to 
their differences some degree of intelligence, common sense and 
sympathy. The union mechanic cannot get along without his 
employer, nor can his employer get along without his mechanics. 
This being so, why is it not the part of common sense to admit it 
frankly and work peaceably in team harness? Let both the employer 
and employee make a virtue of necessity. Let the employer study 
sympathetically the needs and requirements of his men, and like- 
wise let the union see to it that the men work faithfully and 
sympathetically for their employers. 

In the January, 1917, number of The Annals of the American 
Academy of Political Science, Leo Wolman discusses the growth 
of unionism in the United States and divides trade union labor 
into three classes, according to the extent to which the trades 
have unionized their ranks. If the electrical trades, for instance, 
are classified under the general heading of building trades, then 
they are but 16 per cent. unionized; if under the heading of elec- 
tric light and power, then but 14 per cent. unionized. If the 
International Brotherhood of Electrical Workers would consult 
its own best interests in an intelligent effort at cooperating with 
the employers, it would make a more determined effort to unionize 
more than 16 per cent. of the craft. 

This should have been done in normal times, but now the 
necessity is even more apparent. The method of recruiting lies 
obviously in treating the apprentice question more liberally by 
making the inducements more attractive for apprentices passing 
to the grade of helper; and then passing the helpers along with 
fewer obstacles to the grade of journeyman. 

One of the principal indications of an impending shift in the 
front of the labor movement in this country is found in the fact 
that many of labor’s foremost spokesmen admit that in increased 
production lies one of the most hopeful routes to a higher social and 
economic status for those who work with their hands. In several 
recent reports—largely influenced by the American Federation of 
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Labor—where this question of the effect of increased produc- 
tion was distinctly raised, labor’s representatives refused to oppose 
increased production as such. This is a far step from the 
“soldiering” recently openly advocated and practised, 

It may be argued that trade union activity in the direction of 
curtailing output, restrictions on apprenticeship and its successful 
demands for shorter hours has made a real contribution toward 
increased cost of living. This argument is generally believed by 
certain classes of employers. Let us examine the available data 
on this subject. The federal bulletin on wholesale prices in 1913 
cites twelve important food, fuel and shelter articles, which on 
the average showed a price range for the year 1913 over sixty per 
cent. higher than their price range for the period from 1890-1899. 
The whole 252 articles listed in the bureau’s bulletin showed a 
price rise for the same period of only thirty-five per cent. It 
should be stated that eleven of the twelve articles above mentioned 
were produced by farmers, ranchers, timber men and oil workers. 
These groups of workers are not organized into unions, and yet 
the commodities they produced show a price rise 70 per cent. 
greater than that of average goods. Apparently organized labor 
exactions do not account for this great rise in eleven staples. 

The general federal report on wages published in 1908, cov- 
ered wages for 1907 and preceding years. This report covered 
350,758 workmen, including highly organized groups, such as the 
building trades (45,537), the marble and stone cutters (5,316), 
the printers (14,461) and the foundrymen and machinists 
(27,612). It included also 28,179 municipal workmen. This 
report showed that the average full time weekly wages of these 
350,758 workmen were, in 1907, 22.4 per cent. higher than the 
wages for similar work had been on the average for the period 
1890-1899. The report also showed that the average working 
hours per week had decreased five per cent. between the average 
for 1890-1899 and 1907. Allowing for this decrease in weekly 
hours, it appears that average hourly wage increase was 28.8 
per cent. But the staples above cited had during the same period 
increased over 50 per cent. in price above their prices in the 
nineties. If the activity of organized labor were the sole cause of 
the average rise in wages of 22.4 per cent. weekly for this great 
representative body of workmen, it would be difficult to see any 
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causal connection between a 22.4 per cent. rise in wages and a 
50 per cent. rise in prices; especially when we take into consider- 
ation that labor constitutes but 18.6 per cent. of the total reported 
expense of production, and that an average rise in wages since 
the nineties of even 40 per cent. would mean an increase of less 
than 8 per cent. in production expense. 

The great trouble seems to lie in the fact that collective bar- 
gaining is conceived in terms of unionism, closed shop and walk- 
ing delegates, and there does not seem to be a comprehension of 
the fact that a compromise exists which will safeguard the rights 
of the employer and worker without injustice to either, 

Speaking of the Chicago clothing strike in 1915, Mr. Schaffner 
said: 


Industrial peace will never come so long as employer or employee 
believes he is being deprived of rights honestly belonging to him. Arbi- 
tration and conciliation should be applied to all departments of business 
wherever there is a conflict of interests. It ensures exhaustive discussion 
of every matter of importance, gives everybody a chance to express his 
opinion, brings to light valuable suggestions, and makes possible a higher 
degree of co-operation and team work. 

Union leaders have expended their energies in the past, osten- 
sibly at least, to gain higher wages and better working conditions. 
Employers have with the greatest reluctance yielded in these two 
sets of demands when their intelligence should have dictated an 
early and willing acquiescence. By this statement, I do not mean 
to imply a servile acceptance on the part of the employer of any 
demand; but I do wish to convey the idea that if the employer 
had earlier recognized the right of employees to unionize—had 
earlier perceived that the time had come or was at hand when 
public opinion would support the union demand for a larger and 
a fairer share in the fruits of his laber—union labor would 
have naturally cultivated a more sympathetic attitude toward 
employers, and the dishonest labor leaders would have been robbed 
of their opportunities for grafting—opportunities provided many 
times by those very employers who have cried out most loudly 
against the practice. 

We talk of open shop and closed shop as though we were 
entitled to choose under which emblem we desire to conduct our 
operations. In a limited sense we have this right, but it is well 
to bear in mind that the right of the employees to strike for any 
cause or for no cause is sustained by the common law everywhere 
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in the United States, and that agreements among strikers to take 
peaceable means to induce others to remain away from the works 
of an employer until he yields to the demands of the strikers are 
not held to be conspiracies under the common law, and the carry- 
ing out of such a purpose by peaceable persuasion and without 
violence, intimidation or threats is not unlawful. Many of the 
labor disputes which have reached the courts have been decided 
according to the common law; but twenty-three states and the 
federal government have laws or constitutional provisions for 
arbitration and conciliation, although the federal statute applies 
only to common carriers engaged in interstate commerce. 
Reference to these legal phases of the subject is made only to 
direct attention to the very considerable efforts which have been 
made toward settling disputes without recourse to the courts. 

Much of our trouble with labor has arisen from that ever- 
recurring attempt to adjust the wage question. I think it within 
the limits of truth to say that this question is rarely if ever settled 
equitably. It is settled usually only after a strike and protracted 
negotiations, and then without any particular reference to the 
equities of the case. The side on which the ablest or most stub- 
born negotiators sit wins. Such settlements are innocent of 
scientific considerations or adjustment and the hidden designs of 
the negotiators cannot stand the test of daylight. 

It can well be admitted that labor is constantly demanding 
higher wages. The employer as constantly resists. One or the 
other must give way or a deadlock ensues and bitterness, perhaps 
violence, results, with loss to all concerned. A just and scientific 
consideration of the facts should point the way to any readjust- 
ment of wages. Is it not worth while and certainly expedient 
to inquire, when wage readjustment is demanded, whether or 
not the facts support such a readjustment? 

Wage earners must receive something more than the cost of 
their support, because if this were not so, it would be impossible 
for them to bring up families and the race of such workmen would 
not outlast a generation. It would appear then that the employer 
from purely selfish motives must take intelligent cognizance of 
the relation between cost of living and rate of wages. As the 
cost of living rises, the rate of wages must advance with equal 
increments, in order to maintain the relative position in the eco- 
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nomic world of the wage earner. No one will deny the correct- 
ness of this theory—it remains then to find a practical method 
of its application. 

For many years the practice has been common of tracing 
general commodity price tendencies and reducing them to a 
common number called an index number. This index number is 
indicative of general tendencies and takes due account of both 
the simultaneous rise and fall of different commodity prices and 
their proper weighting. There are several institutions producing 
these index numbers monthly, and they are in general agreement, 
although developed in different ways. Such index numbers are 
calculated by the London Economist, London Statist, Bradstreet, 
United States department of labor, Gibson, Babson and others. 

For a great many years the Dun index numbers had the 
approval of the business world. These numbers were based on 
an approximately scientific conception of the important factors 
of the cost of living, because a constant weighting of the com- 
modity groups was maintained, irrespective of the number of 
commodities in the group. The Gibson index is designed to con- 
tinue the Dun series, which ceased with the number for May, 
1907. The Gibson numbers claim to be a satisfactory measure 
of the rise and fall of commodity prices. 

Carroll D. Wright, the first statistician of the bureau of labor, 
devised the plan of recording the actual and relative prices of a 
long list of commodities from which investigators may make such 
selections and combinations as their purposes require. The 
development of an index number must be made with due regard 
for the purpose for which it is to be used. 

Seven index numbers are available for the study of price 
movements. The first step toward comparing different systems 
of index numbers is to throw them into similar form and estab- 
lish them upon a common base. A cursory examination shows 
that these seven series, made by five independent organizations, 
have a marked family resemblance. The testimony concerning 
the major facts of price fluctuations from these seven different 
sources is so unanimous that one can scarcely doubt its validity. 


In thinking of index numbers it should be remembered that 
during the last nineteen years throughout the gold-standard world, 
the general level of prices has been rising, or, in other words, the 
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purchasing power of gold has been falling; that all indications 
point to the continuation of this tendency for many years to 
come, and that this progressive shrinkage in the purchasing power 
of gold is a serious menace to the stability of business, disturbing 
the normal relations between those forms of income or prices 
which are relatively fixed, such as interest, rent, salaries and 
wages, and those which are more promptly adjusted, such as the 
prices of most stable commodities. 
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Dun GIBSON BRADSTREET Dept. LABor 
? Index  Ad- Index Ad Index Ad Index Ad 
Year No. justed No. justed No. justed No. justed 
1890 90.9 61.08 43.4 57.83 * ae 66 66 
1891 92.2 61.95 50.9 67.69 * 66 66 


1992 900 6048 453 6025 778 6581 61+ 61 
1993 924 6209 40 6118 753 6370 63 63 
1804 847 5691 434 5783 668 5651 56 56 


1895 813 5463 420 5586 643 5439 57 57 
1896 760 51.07 340 4522 591 5000 54 54 
1897 740 49.72 377 5014 612 51.77 54 54 
1898 789 5302 387 5147 657 55.58 56 56 
10 1899 828 5564 416 5532 721 6099 60 60 


‘ 11 1900 934 62.76 442 5878 788 6666 65 65 
12 1901 959 6444 445 5918 757 6404 64 64 
13 1902 1004 6746 535 7115 788 6666 69 69 
14 1993 990 6652 490 6517 794 6717 69 69 
ao 15 1904 1002 6733 483 6424 792 6700 70 70 


16 1905 1006 6760 472 6277 810 6852 69 69 
17 190 1053 70.76 498 6623 842 71.23 72 72 
18 1907 1118 7513 509 6769 890 7529 76 7 
19 1908 1099 7385 542 7208 801 67.76 74 £74 
20 «19099 1178 7916 592 7873 852 7308 79 79 


21 1910 1192 8010 593 7887 899 7605 81 81 
22 1911 1168 7849 569 7567 871 73.68 77 77 
23 1912 1244 8359 626 8325 919 77.74 82 82 
be 24 1913 1209 8124 581 77.27 = 9.21 7791 = 8181 
25 1914 1222 83.11 608 98086 972 8223 80 80 


2% 1915 1264 8494 640 8512 985 8333 81 81 
27° «1916 1488 100.00 749 100.00 11.82 100.00 100 100 
’ 28 1917 2041 13715 1108 14736 1564 13231 + 


29 Sum 2960.3 1990.22 1471.2 1957.21 218.50 1849.41 1882 1882 
30 Average 105.7 71.08 525 69.9 840 71.13 69.7 69.7 





COND! ntl WH = 
































31 Base,1916 148.8 pees 74.9 iota “aaa a 
32 Multiplier .672 z 1.33 ieaiaie 8.46 woes. we 
* No numbers recorded. t Not yet published. 


This table gives the average yearly index numbers according to Dun, 
Gibson, Bradstreet and the department of labor from 1890 to 1917. 

Line 29 gives the sums of each of the columns. Line 30 shows the 
average. Line 31 gives the base figure selected, that is, the year 1916 for 
each index number. This index number for 1916 is then called 100. The 
actual index number for 1916 divided into 100 yields as a quotient a num- 
ber which, used as a multiple, will reduce all of the index numbers in that 
column to a common base, for comparison. 
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It is entirely within the possibilities that prices may rise more 
and more until many years hence we shall see the culmination of 
this rising price epoch, unless in the meantime wonderful new 
gold fields are discovered. The synthetic chemist and the elec- 
trical engineer may of course check this rising tide of prices in 
spite of any failure to discover new gold deposits sufficiently large 
to be effective. The generation which succeeds in producing 
flour and meal and sugar cheaply, by a synthetic process, will have 
made vastly more progress in world production than the nine- 
teenth century made when it added the Mississippi Valley and 
Canadian and South American plains to the world’s producing 
areas. 

Rising prices are by no means an unmixed evil. A long period 
of prolonged rising commodity prices energizes the business world 
generally, operates to the advantage of debtors and of owners of 
production processes and to the disadvantage of creditors gener- 
ally, of wage earners, of salaried persons, and of receivers of 
fixed incomes. It causes interest rates to rise, lessens the severity 
of crises and the duration of depressions and stimulates social 
reconstruction, both in fact and in philosophy. 


I desire at this point to indicate how small is the general per- 
ception of the change of the value of the dollar by quoting the 
words of the venerable but peppery president of the American 
Federation of Labor at a public hearing, April 6, 1916, before 
the committee on labor of the house of representatives on a joint 
resolution to appoint a commission to study social insurance. 
He said: 


The statement to which I took exception and which I now emphasize 
was a subtle blow at the life and vitals of the trade union movement and 
trade union activity. If, as Dr. Rubinow’s charge implies, trade union 
work has brought about this one condition, that wages have not kept pace 
with the cost of living, if despite trade union activity in the past twelve years 
there is fifteen per cent. less of purchasing power of the necessities of life, 
then the whole work of the trade union movement is wrong and must of 
necessity be a failure. So far as I am concerned, I will say this, that 
if I believed that to be a fact, I would not give my time and my life to 
trade union work, and I would not advise any man or woman to join a 
trade union. If the conditions of the workers are worse than they were 
twelve years ago, as I say, our cause has been a failure. 


During the decade 1899 to 1909, the general price index rose 
from 99.5 to 130.0, an increase of over 30 per cent. In other 
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words, the commodity price level went up faster than the money 
earnings of labor, according to the figures prepared by the bureau 
of labor statistics ; hence the real annual returns for labor showed 
a decline, slight in some trades, but large in others. The evidence, 
then, indicates that all the intrenchments of organized labor, all 
the legislation in favor of the laboring classes, have failed to 
prevent the downward trend of commodity wages. 

Irving Fisher, professor of political economy at Yale, pro- 
posed a plan in 1912 for stabilizing prices by stabilizing the gold 
dollar, by means of index numbers of prices, such as those of 
Sauerback, the Economist, the British board of trade, the United 
States bureau of labor, Bradstreet or Gibson. He called this a 
compensated dollar. 

The bulletin of the bureau of labor statistics, number 173, 
says: 

The first step framing a clear idea of the ultimate use of the results 
(that is, index numbers) is most important, since it affords the clue to guide 
the compiler through the labyrinth of subsequent choices. It is, however, 
the most frequently omitted. When the end in view is specific and capable 
of precise statement, the problem of choosing methods is comparatively 
simple. Straightforward logic then determines what commodities should 


be included, what sources of quotations should be drawn upon, and how 
the original data should be worked up to give the most significant results. 


To consider specifically the application of such an index 
number to the wage scale of a New York union of skilled 
mechanics, let us assume a base or par rate of wages, arrived at 
by mutual agreement—say, for instance, $5.20, which is a rate 
that went into effect April 1, 1917. Dun’s index number on that 
date was 190,012. Let us assume that wages shall be readjusted 
once in six months. Dun’s index number for October 1, 1917, 
six months later, was 219.679, or an increase in general com- 
modity prices of 29.667, or 15.6 per cent. 

On authority of the bureau of labor statistics, the wage earner 
spends three-quarters of his wages for food, clothing and rent, 
and other things responding to these general price fluctuations. 
He would then set aside $3.90 out of the $5.20 for subsistence. 
The index number for the end of the six months period indicates 
that subsistence costs 15.6 per cent. more; therefore increase 
$3.90 by 15.6 per cent., making it $4.50, to which should be added 
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the quarter of the base rate not affected by the commodity market, 
$1.30, thus making the readjusted rate $5.80, or a net advance 
over the base rate of 60 cents a day. 

The corresponding Bradstreet numbers are 14.5769 and 
16.9117; the difference, 2.3348, shows an increase in the index 
of almost exactly 16 per cent. Applying this number as before, 
the adjusted wage is $5.824, or an advance of sixty-two and four- 
tenths cents for the six months’ period ending October 1, 1917. 

Let us examine the rate of wages of the same union from the 
index number point of view over a longer period of time, begin- 
ning with the year 1900. The rate in 1900 was $3.50 a day. 
The Bradstreet index for that year was 7.88. The average 
monthly index for eleven months of 1917 was 15.4595. The 
difference between the two indexes, 7.5795, shows an increase in 
1917 of 96 per cent. Increasing three-quarters of the 1900 rate 
by 96 per cent. ($2.52), the corrected rate for 1917 would be 
$6.015, or in other words, the purchasing power of the $3.50 wage 
in 1900 is just equal to the purchasing power of a $6.00 wage 
in 1917. 

It may be argued that a periodic adjustment every six months 
would interfere with contracts in course of execution. Let us 
admit this objection and at the same time analyze it. If no 
allowance were made in estimating future work for the contin- 
gency of an unknown advance in the rate of wages, due to the 
change in the index number, then under the conditions specified 
above, the advance of 60 cents would cost the contractor 3.9 per 
cent., assuming the labor to be 35 per cent. of any given contract: 
or 2.78 per cent., assuming the labor to be 25 per cent. of any 
given contract. 

An advance in the rate of wages, which apparently increases 
the cost to the employer 3.9 per cent., in my judgment, would 
be more than offset by an increased labor efficiency; because the 
employee would be appreciative of the spirit of codperation 
reflected by the adoption and practice of a plan of wage adjust- 
ment calculated to protect him against advances in the cost of 
living; and he would consciously or unconsciously respond to 
such an effort at practical cooperation on the part of his employer. 

It should be stated, however, that in the example cited above 
the index number used might not be quite accurate in this par- 
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ticular application, because it is composed to some extent of fac- 
tors which perhaps affect the cost of living only vaguely and 
indirectly. This number, for instance, gives the aggregate prices 
per pound of 96 different articles, including not only all kinds 
of food products, but also 13 metals, 11 chemicals and drugs, 7 
building materials and also raw and manufactured textiles, coal 
and coke, mineral and vegetable oils, naval stores, and 7 miscel- 
laneous articles; but nevertheless it gives a broad general indica- 
tion of the changes in general price levels, and so perhaps would 
be as applicable as an index number derived from the price move- 
ments of only foods, clothing, rent and fuels. 

It may also be argued that this plan of wage readjustment 
would tend continually to raise wages even beyond the critical 
point at which the tendency would begin to slow down the 
industry. This objection leads to a consideration of the most 
fundamental theory of wages. 

Labor has a value because its services or products have a 
value. If the labor is misspent, the product is valueless, and in 
the long run the labor will be equally so. Labor secures a remu- 
neration because it produces something for which people are 
willing to pay. In other words, wages depend on productivity. 
The wages of the laborer depend upon the value of his labor and 
not upon his wants. But wages vary with the standard of life, 
and anything which lifts the standard will raise the rate of wages. 
The highest standard, though, will not prevent wages from falling 
in the face of a decrease in the demand for tlie product and a 
decline in industrial prosperity. However, anything which tends 
to increase the productivity of labor will raise the rate of wages. 
Raising the rate of wages in the long run will raise the standard 
of living and in general a higher standard of living reflexively 
raises the productivity. 

This being so, we can safely leave this objection as being one 
which might as well apply to the present method or any other 
method of readjusting wages. 

Now this application of an index number for wage readjust- 
ment is in reality a device for stabilizing wages. The prices of 
commodities are quoted in terms of money, but, what is less often 
realized, the price of money is quoted in terms of commodities. 
If a journeyman two years ago when wheat was quoted at $1.20 
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had been paid four bushels of wheat for a day’s labor, he would 
have received the economic equivalent of $4.80 in money, the rate 
then prevailing in New York. If, however, he were paid four 
bushels of wheat to-day for a day’s labor, he would get the eco- 
nomic equivalent of $8.80. The price of commodities has risen, 
the price of money has fallen. 

It will be argued that union men will not be content with a 
relatively constant wage-position in the economic world—that 
they will demand also an absolute advance, an advance beyond 
the point indicated by an index number. As long as the national 
wealth tends to increase faster than the population, this demand 
on the part of union labor will be justified and will be justified 
in some more or less definite ratio to the increase of national 
wealth. This is the laboring man’s only way of participating in 
an increased national wealth, national surplus, in the creation of 
which he has had so large a share. The demand for an absolute 
increase on the part of any particular trade, however, will be 
restrained by force of public opinion and by economic forces, if 
such a demand is out of step with the demands of other trades 
requiring equal or similar skill. 

Some may say that the advance in wages in the various trades 
has been absolute instead of relative, and they may point to the 
wages of the Chicago Electrical Union as an example. 

Let us analyze the case from the index number point of view. 
In 1907 the wages in Chicago in the electrical trade stood at $4.00 
a day. The Bradstreet index number for 1907 averaged 8.90. 
On September 1, 1917, the index was 16.6441, and the average 
index number for twelve months of 1917 was 15.655. 

Applying as before the average index number for 1917 to this 
case, we find that a $4.00 wage in 1907 would be equivalent to 
$6.28 in 1917. If, however, we compare the average index num- 
ber for 1907 with the index number for September 1, 1917, when 
the $6.25 wage took effect in Chicago, we get a wage of $6.61, 
which shows how conclusively the $6.25 wage is justified, and also 
that there has been no absolute advance whatever. 

By the intelligent application of some such plan as the one 
outlined, there will result as a matter of fact an absolute advance 
in wages to the union man, due to the fact that he will work more 
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days in the year when and because wage disputes are eliminated. 
This absolute advance is not one in the economic sense, but purely 
in the personal sense. 


After all, any discussion of the wage question, if confined to 
the rate of wages per diem, is inadequate and superficial. The 
yearly income is the only important desideratum for a wage 
earner, and it is also for any person whose income takes any 
other form. 

There remains the more difficult problem of scientifically 
fixing the base rate for wages. This is a much more complex 
problem than applying an index number to raise or lower the 
base. The Times Annalist has produced an index number based 
on the wholesale price of food “selected and arranged to repre- 
sent a typical family’s food budget,” an item which is 40 per cent. 
of the workingman’s whole cost of living. His rent may be placed 
at 20 per cent. and his clothing (including, of course, his family’s) 
at 15 per cent. If we were fixing a base rate, say, for the present 
month, it would probably be fair to calculate it on the basis of 
45 per cent. for food, 15 per cent. for rent, 15 per cent. for cloth- 
ing and 25 per cent. for surplus, from which he must take the 
money he spends on contingencies, non-essentials and pleasure. 
It would probably be sufficiently correct to assume any present 
wage as a base rate—it would certainly avoid endless discussions 
and fruitless speculations on the cost of keeping an average 
family. 

Probably all parties concerned would rather avoid the ques- 
tion by arbitrarily accepting the existing rate than to create a 
new rate, however scientifically devised. 

The bureau of labor statistics gives us an idea of the distri- 
bution of expenditures for families typical of the mass of skilled 
workmen. Based on 2,561 families located in various cities in 
the country, the bureau has derived the following results: 


Per cent. 
expenditures Proportions 
GROUP for each purpose of 10,000 
Rent 15.06 1506 
Food 41.03 4103 
Fuel 5.00 500 
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Per cent. 
expenditures Proportions 
GROUP for each purpose of 10,000 
Clothing 15.31 1531 
Lighting .90 90 
All other purposes 22.70 2270 
100.00 10000 


It would probably suit all practical requirements to regard 
the wages now prevailing in different localities as the base rate. 
At least this plan would be workable until a better had been 
devised. 

The United States bureau of labor statistics has selected the 
years 1900-1909 for striking an average to serve as a base, or par, 
for developing its index number. Commodity prices for this 
period are averaged for the ten years and the result is called 100. 
If the weighted average of basic commodity prices is 3 per cent. 
higher for 1913, the index number for 1913 is + 3 or 103. A 
base or par rate of wages could similarly be established from the 
prevailing wages during the same ten years’ period and in as many 
localities as might be found desirable. 

Wages could then be adjusted from this par periodically by 
comparing the index number corresponding to par with the index 
of the period next preceding the time selected for adjustment. 

This plan has the merit of immediate practicability. The 
means are at hand, and the machinery already in motion for giving 
it a trial; whereas the alternatives which have at various times 
been suggested for regulation of prices by government, for pre- 
venting commodity price increases by the “compensated dollar” 
having a multiple standard of value, etc., are not easy to try 
because they require legislative action following a vast amount 
of national education. Government regulation of prices is funda- 
mentally wrong and therefore impractical except in occasional 
emergencies. The “compensated dollar” plan practically proposes 
that the United States and probably other gold standard countries 
should cease to have a primary money whose bullion value is its 
monetary value, although the scheme is very ingenious and 
persuasive. 
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Considering what a vital function an index number may be 
made to perform for fixing wages equitably, the number should 
be developed and promulgated by the United States government, 
as, for instance, are the crop reports by the department of agri- 
culture and the currency circulation reports by the comptroller of 
the currency. The department of labor has for some years devel- 
oped and published an index number which might serve every 
purpose required by the plan here outlined. 


While I believe this application of an index number to wages 
is a novel idea, yet something akin to it was described by Sir 
Stephenson Kent, head of the special mission of the British 
munitions ministry, at a recent dinner in New York where he 
was a principal speaker. He said that a government committee 
on production was set up, whose function it was to ascertain what, 
if any, the increased cost of living amounted to and to issue a 
national award in regard to that labor whose wage had been fixed, 
so as to meet the increase in the necessities of life that that labor 
might find. That committee meets three times in a year and has 
the necessary statistics laid before it, receives representations from 
trade unions and from any one else who has a voice or should 
have a voice in the matter, investigates the case very carefully, 
and then gives instructions that this labor should receive so much 
extra per week to meet that increased cost. That is paid by the 
employer and is recoverable by the employer from the state. It 
is the state’s charge. 

This is admittedly a war measure, inexact, dependent on a 
board’s arbitrary administration, and, as Sir Stephenson said, the 
bonus was determined by the advancing cost of provisions alone, 
no account being taken of the many other commodities entering 
into the cost of living, or the general depreciation of the pound 
sterling. This plan, of course, would not work on a declining 
market or with the pound increasing in purchasing power. 

In closing I beg leave to quote the words of Seligman as 
follows: 


Economic, political and ethical forces are conspiring to bring about 
progress by raising the social level. In ordinary business life this means 
the gradual but clearly discernible elevation of the standard of commer- 
cial morality. So far as poverty is concerned, it means the lifting of the 
standard of life of the laborer and the setting of an irreducible minimum, 
below which national production is not worth having. Practically this 
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process assumes the various forms of trade union activity, of education of 
the unskilled, of factory legislation, of social insurance, of workmen’s 
compensation, of improved housing, of trade agreements, of control of 
monopoly, and above all, of the curtailment of special privileges. The 
process is a slow one, because it is an arduous task to make the successful 
and self-satisfied business man realize that the true ultimate interests of 
his class are associated with the increased consumption that can come only 
from the higher standard of life of the mass of producers. It is in the 
last instance public opinion alone which in a democracy can protect the 
well-intentioned and long-sighted employer from the unfair competition 
of his unscrupulous and selfish rivals. 
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Deductibility of Interest Charges Under Federal 
Tax Laws 


By FrepericK THULIN, C.P.A. 


Levy Mayer, of the Chicago bar, in his recent address 
Follies of 1917, delivered before the Illinois state council of 
defense, made caustic reference to the federal taxing legislation 
enacted by congress in October, 1917. 

While some of his remarks are now no longer true, one situa- 
tion’ under the law to which he took vigorous exception is still 
present. The statutory rule? itself is in a healthy condition with 
no indications in sight of an early demise. As Mr. Mayer’s 
remarks have attracted much attention, the writer feels that a 
further discussion of the latter question is not inappropriate. 

The section of the federal income tax law to which Mr. 





1 “If a corporation has a capital stock of $100,000 and during 1917 borrowed for 
its business purposes sums aggregating $500,000 and paid thereon $25,000, but paid 
off all such indebtedness so that on December 31, 1917, there was none outstanding, 
the corporation would be allowed to deduct from its gross income only $5,000 for 
interest paid, or 5 per cent. interest on $100,000. The corporation’s net income for 
income tax purposes, therefore, and upon which it would report and pay excess profits 
taxes and income taxes would be $20,000 more than its actual net income.” 

The ruling which allows the inclusion in “invested capital” under the excess profits 
tax act of the sum on which the interest paid cannot be deducted alleviates somewhat 
the illogic of the rule. 





2In section 2, subsection G, act of 1913, the restriction made its first appearance. 
The second appearance of the restriction was in part II, section 12, paragraph 3, act 
of Sept. 8, 1416. The section in its final form appears in title XII, section 1207, 
paragraph 3, act of Oct. 3, 1917. 

“The amount of interest paid within the year on its indebtedness (except in 
indebtedness incurred for the purchase of obligations or securities the interest upon 
which is exempt from taxation as income under this title) to an amount of such indebt- 
edness not in excess of the sum of (a) the entire amount of the paid-up capital stock 
outstanding at the close of the year, or, if no capital stock, the entire amount of 
capital employed in the business at the close of the year, and (b) one-half of its 
interest-bearing indebtedness then outstanding: provided, that for the purpose of this 
title preferred capital stock shall not be considered interest-bearing indebtedness, and 
interest or dividends paid upon this stock shall not be deductible hon gross income: 
provided further, that in cases wherein shares of capital stock are issued without par 
or nominal value the amount of paid-up capital stock, within the meaning of this 
section, as represented by such shares, will be the amount of cash, or its equivalent, 
paid or transferred to the corporation as a consideration for such shares: provided 
further, that in the case of indebtedness wholly secured by property collateral, tangible 
or intangible, the subject of sale or hypothecation in the ordinary business of such 
corporation, joint-stock company or association as a dealer only in the property con- 
stituting such collateral, or in loaning the funds thereby procured the total interest 
paid by such corporation, company, or association within the year on any such indebt- 
edness may be deducted as a part of its expenses of doing business, but interest on 
such indebtedness shall only be deductible on an amount of such indebtedness not in 
excess of the actual value of such property collateral: provided further, that in the 
case of bonds or other indebtedness, which have been issued with a guaranty that 
the interest payable thereon shall be free from taxation, no deduction for the pay- 
ment of the tax herein imposed, or any other tax paid pursuant to such guaranty, 
shall be allowed; and in the case of a bank, banking association, loan or trust com- 
pany, interest paid within the year on deposits or on moneys received for investment 
and secured by interest-bearing certificates of indebtedness issued by such bank, 
banking association, loan or trust company, shall be deducted.” 
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Mayer took particular exception, the writer believes, is deserving 
of criticism. The provision is so diametrically opposed to the 
accepted accounting principles and business practice on the point 
that the writer feels an early repeal or modification of the section 
is desirable. 

As an axiom one might state that the non-recognition of 
fundamental distinctions in any legislation brings its own crop of 
trouble and fault-finding. This statement is particularly true if 
the statute concerns a taxing programme. 

The failure of congress to recognize a certain classification 
of liabilities that pertain to business operations is responsible for 
the illogical legal rule on the subject. Congress, furthermore, 
has not as yet evinced a disposition to correct its first erroneous 
step. 

In an analysis of corporate liability, one finds it is of two 
kinds: 


1. Proprietorship liability, i. e., the liability to its stockholders. 


The proprietorship liability is divided into two further sub- 
classifications : 


a. The proprietorship liability represented by the capital 
stock ; 


b. The proprietorship liability represented by the surplus 
account or some subdivision of the surplus account. 


2. Creditor liability, i. e., the liability to its outside creditors. 


The creditor liability is divided into two further classifi- 
cations : 


a. The fixed liability—usually represented by a bond issue, 
but not necessarily so; 


b. The current liability—usually represented by: 
(1) The promissory note with a short-time maturity. 
(2) The commercial acceptance. 


(3) The open book account. 
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While the underlying reason for the section is clear enough 
and somewhat justifiable, viz., the recognition that the real capital 
contribution to a business in some instances may be in the form 
of a creditor liability and therefore should be appropriately classi- 
fied as such in computing corporate income subject to taxation, 
the application of the logic has gone wofully astray. 

The use of the capital stock paid in as a measurement of 
interest deductibility is only partly complete. If the capital 
liability of a corporation is to be used as a measurement, to be 
logical it must of necessity also include the surplus that has 
accumulated and is undistributed. 

The excess profits tax act recognized the logic of this grouping 
in the computation of invested capital. Justice Holmes, in Towne 
v. Eisner (No. 563 October term 1917), gave recognition to the 
true accounting theory and the nature of capital liability in 
determining the taxability of the stock dividend. There seems, 
therefore, to be no good reason why undistributed surplus should 
not be given the same recognition in determining interest deduc- 
tibility. Therefore, the first element of weakness of section 1207, 
paragraph 3, is the failure to recognize the surplus account or 
some division of the surplus account. 


The portion of section 1207, paragraph 3, that deals with the 
other element of the measurement of interest deductibility is 
hardly less illogical in its application. The writer’s quarrel is 
not with the arithmetic—one-half of the interest-bearing indebt- 
edness. As a rough and ready rule of thumb which will not bear 
too rigid a scrutiny, one might state, with some degree of hesi- 
tancy, that the real capital employed in a business is its capital, 
having due regard for the definition of capital, plus a portion of 
a certain kind of indebtedness. 

Congress failed, however, to perceive that the interest paid is 
income to the recipient and is in effect double taxation—not 
allowing the corporation to take a full deduction and taxing the 
recipient of the interest. The failure of the treasury department 
to recognize this principle in the case of alimony led to the 
supreme court’s overruling the treasury decision in Gould v. 
Gould (38 Sup. Ct. 53). Where congress, however, has legislated 
on the point, the federal court is, of course, without power to 
interfere. Under section 206 of the excess profits tax act, the 
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partnership is in a superior position to the corporation in regard 
to interest deductibility. The partnership is not limited in the 
same manner as the corporation, but can deduct in full the interest 
paid or accrued, irrespective of the amount of such indebtedness, 
or the fixed or current character of such indebtedness. 

When a certain portion of creditor indebtedness is deemed by 
legislative decree to be classified as capital indebtedness, it obvi- 
ously follows that nothing but the most accurate appreciation of 
the various elements involved will produce equitable results. 

The writer believes that congress did not use the nice sense 
of discrimination that the situation required. The legislative 
classification into interest-bearing and non-interest-bearing cred- 
itor indebtedness is not a true one. Having regard for the reason 
for the limitation of interest deductibility, the logical division 
is into fixed and current creditor liability, 

The fixed liability—usually a bond issue—from its very 
nature is a liability that more or less partakes of the nature of a 
capital liability, although in form a creditor liability. The pro- 
ceeds from a fixed indebtedness ordinarily are reflected in the 
fixed assets of a corporation. When the fixed liability is liqui- 
dated, usually it is done from a certain portion of the profits 
which have been appropriated for that purpose. Therefore, if 
the fixed liability were transformed into capital liability, it would 
be serving the same office to the corporate business. 

Current liabilities, however, are of a somewhat different 
nature, although of the same legal effect. That one class of 
current liabilities bears interest does not militate against the 
soundness of the foregoing conclusion. The current liability 
ordinarily is not reflected on the debit side of a statement by a 
fixed asset, but by a current asset. Therefore, the current liability 
is liquidated by the sale or conversion of current assets and not 
by appropriated profits, 

The final conclusive fact that negatives the soundness of the 
inclusion of current liabilities, in any classification of creditor 
liability that savors of a performing of a capital liability function, 
is this: the substitution of capital liability for current creditor 
liability will leave the average business somewhat over-capitalized, 
except during the seasonal activity of the particular corporate 
enterprise—a violation of sound business principles, medieval or 
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modern. It is difficult to see the underlying reason for 
the discrimination between interest-bearing and non-interest- 
bearing indebtedness. ‘The discrimination, to say the least, is 
artificial. The accounts payable, i. e., the book accounts, represent 
a liability for goods purchased. The acceptance is a liability of 
the same character and is rapidly supplanting the open book 
account and reflects more clearly the seasonal, i.e., temporary 
character of the liability. While the notes payable usually bear 
interest, that fact is not material. The liability incurred is ordi- 
narily for the same purpose as the liability incurred on the open 
book account and on the commercial acceptance. Therefore, in 
considering current liabilities, notes payable are used as a basis 
of measurement, but logically accounts payable and bills payable 
also should be included. 


An equitable rule on the subject of corporate interest deduc- 
tibility should, therefore, be based on capital liability—capital stock 
and surplus—and should only concern itself, if at all, with the 
deductibility of interest on the fixed creditor liability. The 
interest on current liabilities should be deductible in full. 

While there cannot be much doubt that the original halting 
intention of congress was to limit deductibility of interest to 
interest paid on the fixed liability of a corporation, the language 
used in the act does not admit of this construction by the treasury 
department or by a court. Such errors of legislative language 
are, however, more frequent than is creditable. to legislators. 


APPLICATION OF THE STATUTORY RULE 


The foregoing discussion is a criticism of the law. In the 
application of the present legal rule, there are situations that may 
give rise to difficulties in arithmetic. In any event the criticism 
of the rule is more understandable if the practice is understood. 
The simple phase in the application of the rule arises where the 
capital stock paid in is equal to or exceeds the total interest- 
bearing (fixed or current), indebtedness, outstanding from time 
to time. In such a case the interest paid is deductible in full. 
If the capital stock paid in does not exceed the interest-bearing 
indebtedness, the measure of deductibility is that noted by the 
statute. 
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To illustrate: if a company had a capital of $20,000 and a 
6 per cent, bond issue of $50,000, the limit of deductibility would 
be 6 per cent. of $45,000. 

The question is somewhat more complex where the element 
of interest-bearing indebtedness is of a current nature and fluc- 
tuates during the year, both as to interest rate and as to amount— 
and furthermore, where there may also be present a fixed interest- 
bearing indebtedness. 

The situations involving the fluctuations of amount, interest 
rate and nature of corporate indebtedness are divisible into four 
classifications. 


1. The indebtedness is liquidated during the taxable 
year, 


To illustrate: on July 1, 1917, the Jones company borrowed 
$75,000 at 6 per cent. interest for a period of four months. The 
note and the interest thereon, $1,500, were paid at maturity, 
November 1. 

The balance-sheet of the company on December 31, 1917, 
showed on the credit side: 


Capital stock $50,000 
Surplus 50,000 
Accounts payable 10,000 


The treasury department, in applying the law to the foregoing 
situation, has held that the measurement of deductibility is based 
on the capital stock and therefore the amount of interest deduc- 
tible is 6 per cent. of $50,000 for the period of four months, or 
$1,000. 


2. The indebtedness is liquidated during the taxable 
year and other indebtedness is incurred and out- 
standing at the close of the year. 


To illustrate: on January 1, 1917, the Jones company bor- 
rowed $75,000 at 6 per cent. interest for a period of four months. 
The note and the interest thereon, $1,500, were paid at maturity. 
On October 1, 1917, the company borrowed $50,000 at 6 per cent. 
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interest for a period of four months. The accrued interest on 
December 31, 1917, was $750. The balance-sheet of the company 
on December 31, 1917, showed on the credit side: 


Capital stock $50,000 
Surplus 50,000 
Notes payable 50,000 


Accounts payable 10,000 


The limitation in the amount of deductibility is the amount 
of capital stock, $50,000, plus one-half of the amount of notes 
payable, $25,000, or a total of $75,000. The measure of deduc- 
tibility at the end of the taxable year governs for the entire tax- 
able year, although a portion of the interest paid is on indebt- 
edness that was liquidated prior to the end of the year. The 
interest paid, $1,500, and the interest accrued, $750, are there- 
fore deductible in full. 


3. The indebtedness liquidated during the year was 
’ coexistent with a debt that is outstanding at the end 
of the year. 

To illustrate: on January 1, 1917, the Jones company borrowed 
$60,000 at 6 per cent. interest for a period of four months. The 
note and the interest thereon, $1,200, were paid at maturity. 

On January 1, 1910, the Jones company had issued bonds for 
$50,000, maturing in ten years, bearing interest at the rate of 
3 per cent. The interest paid in 1917 amounted to $1,500. 

The balance-sheet of the Jones company on December 31, 
1917, showed on the credit side: 


Capital stock $50,000 
Surplus 50,000 
Bond issue 50,000 


Accounts payable 10,000 


The maximum amount of principal on which interest can be 
computed and deducted under the law is $75,000. The treasury 
department, furthermore, has ruled that the indebtedness bearing 
the highest rate of interest can be considered first in arriving at 
the total allowable interest deduction. 

In applying the foregoing rules, the monthly state of the cor- 
porate indebtedness is taken into consideration. During the first 
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four months of 1917 the outstanding interest-bearing indebted- 
ness amounted to $110,000—$60,000 on a current liability and 
$50,000 on a fixed liability. Therefore: 


Interest on $60,000 for four months at 6% is deductible $1,200 
Interest on 15,000 for four months at 3% is deductible 150 


$75,000 limitation. 


During the succeeding 8 months the outstanding indebt- 
edness was $50,000; therefore, interest on $50,000 





for 8 months is deductible in full 1,000 
Total allowable deduction for 1917 is $2,350 
Interest actually paid in 1917 is $2,700 


4. The indebtedness liquidated during the year was 
coexistent with a debt that has already been paid 
and with an indebtedness that is outstanding at the 
close of the year. 


To illustrate: on January 1, 1917, the Jones company bor- 
rowed $60,000 at 6 per cent. for a period of four months. The 
note and the interest thereon, $1,200, were paid at maturity. 

On March 1, 1917, the company borrowed $50,000 at 5 per 
cent. for a period of six months. The note and the interest 
thereon, $1,250, were paid at maturity. 

On January 1, 1910, the company had issued bonds amount- 
ing to $50,000, maturing in ten years and bearing interest at 
the rate of 3 per cent. The interest paid in 1917 amounted to 
$1,500. 

The balance-sheet of the Jones company on December 31, 
1917, showed on the credit side: 


Capital stock $50,000 
Surplus 50,000 
3ond issue 50,000 


Accounts payable 10,000 
The maximum amount of principal on which interest can be 


deducted is $75,000. 
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In applying this rule and the rule enunciated by the treasury 
department, the same general principles obtained that are present 
in the preceding division. 

During January and February of 1917 the outstanding 
interest-bearing indebtedness was: 


Note (1) $60,000 
Bonds 50,000 
$110,000 


Interest on first loan, $60,000, for 2 months at 6% $600 
Interest on second loan, 15,000, for 2 months at 5% 125 


$75,000 limitation, 


During May, June, July and August the outstanding interest- 
bearing indebtedness was: 


Note (2) $50,000 
Bonds 50,000 
$100,000 


Interest on second loan, $50,000, for 4 months at 5% $833.34 
Interest on bonds, 25,000, for 4 months at 3% 250.00 


$75,000 limitation. 


During September, October, November and December the 
outstanding interest-bearing indebtedness was: 


Bonds $50,000 


As this amount comes within the legal limitation, the interest 
is deductible in full. 


Interest on bonds, $50,000, for 4 months at 3% $500 
Interest deductibility for 1917 $2,983.34 
Interest actually paid in 1917 $3,950.00 
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The amortization of the premium or discount of a corporate 
bond issue presumably is taken into consideration in computing 
interest deductibility. 

To illustrate: the X Co. issues $100,000 par value bonds in 
1917 at 90, due in 10 years and bearing interest at the rate of 
5 per cent. The yearly interest charge is $5,000 plus the yearly 
amount of amortized discount, or $6,000, interest rate approxi- 
mately 6%. If the bond issue has been sold at 110, the yearly 
interest charge is $5,000 less $1,000, the yearly amount of amorti- 
zation, or $4,000. The interest rate in this case is also deemed 
to be approximately 4 per cent. and not 5 per cent. If, however, 
discount or premium on a bond issue has been written off prior 
to 1909, it cannot be considered in subsequent years (T. D. 2161). 

The treasury department, as yet, has not formally passed on 
the question whether or not the indebtedness secured by collateral 
of the appropriate kind shall be considered as interest-bearing 
indebtedness in computing the interest deductibility on other 
indebtedness. Fairly construing title XII, section 1207, para- 
graph 3, act of October 3, 1917, the secured indebtedness should 
not be used as a measurement—the interest on the secured debt 
is deductible in full. 


Capital $15,000 
Bonds (6%) 50,000 
Secured debt 50,000 


The interest on the bonded indebtedness is deductible to an 
amount not to exceed $40,000. The qualification in regard to 
“collateral secured indebtedness” is artificial and only confuses 
the question. 

Interest paid by a member of the federal reserve system on 
its rediscounts with the federal reserve bank of its district is 
obviously not the interest payment contemplated by the section 
and is deductible in full. The rediscounting is a transfer of prop- 
erty to the federal reserve bank and the interest paid by the 
rediscounting bank is analogous to the giving of cash discount— 
disposing of a credit for a present value, 
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Financial Reports of Public Institutions* 
By Lioyp Morey, C.P.A, 


The preparation and distribution of financial reports form one 
of the most important duties as well as one of the most valuable 
opportunities connected with the work of the financial officers of 
both public institutions and private concerns. Financial reports 
are primarily informative in character and design, but they have 
the additional possibility of presenting a comprehensive and accu- 
rate return of the stewardship involved in the office and of con- 
stituting a permanent and accessible record of the transactions 
and affairs which are reported. In public institutions, particu- 
larly, they can be made of infinite service to all persons directly 
interested in the administration of the institution’s affairs as well 


as to the public at large. 

The qualities of a good financial report, whether public or 
private, consist particularly in clearness, brevity and completeness. 
Clearness has to do with arrangement of material, with statement 
of terms and with indexing. Brevity as well as completeness 
must be governed by the purposes of the particular report and 
the uses to which it is intended to be assigned. 

It may seem trite to suggest that a good financial report must 
agree with the records, yet there are many reports in which the 
material is so rearranged and so differently stated that it is 
extremely difficult to trace the relation between them and the 
original records. Other reports include a considerable amount of 
data that cannot be discovered in the accounting records. In 
either case the method is, we believe, erroneous, and a properly 
designed report should be capable of complete reconciliation with 
the accounting records on which it is based. In addition it 
should reconcile fully with all previous reports of the same kind 
so that the entire set will constitute a complete and continuous 
collection of financial statistics. 





*An address delivered at the annual convention of the Association of Business 
Officers of State Universities, Bloomington, Indiana, 1918. 
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Reports rendered by financial officers of public institutions may 
be classified thus: 


A. Reports to heads of departments ; 

B. Reports to executives, boards of control and state 
officers ; 

C. Reports to the public. 


Each of these various classes of reports, being designed for a 
particular purpose, will require different arrangement and method 
of procedure, in spite of the fact that for the most part they all 
have to do with the same financial data. 

Reports to heads of departments consist chiefly of statements 
of the condition of appropriations. Various methods for such 
statements are in common use, running from the one method of 
giving periodically a simple report that a certain atnount of bal- 
ance remains unexpended in a given appropriation to the opposite 
extreme of a complete detailed statement of every transaction 
having to do with the appropriation, with full explanation. 

Banks and department stores have been responsible for the 
development of a type of report that meets the needs of this 
class of statements particularly. Their reports are now commonly 
maintained in the combination ledger-statement form, in which 
the statement to the customer, by means of a typing machine and 
of multiple form, is prepared during the course of the period, 
at the time when the entries are made in the accounts. This type 
of report is particularly adapted to the accounts with appropri- 
ations kept by public institutions and governmental departments. 
Numerous bookkeeping machines especially designed for use in 
such a plan are now obtainable, their practicability having already 
been established. A report of this kind combines the advantages of 
an exceptionally complete and serviceable ledger account making 
up the original record, with an unusually intelligible and valuable 
statement for the use of the department heads; and in addition, 
by means of its mechanical features, makes possible the keeping 
of the accounts with minimum bookkeeping difficulties and maxi- 
mum clerical accuracy and efficiency. 

It is almost needless to say in regard to reports concerning 
departmental appropriations that each such report should take into 
account not only vouchers paid out of the appropriation, but every 
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encumbrance or obligation against that appropriation, whether 
in the form of a voucher payable or an order or contract which 
will become a liability. 

The second named group of reports, those to executive boards 
and state officers, prepared as a rule monthly or quarterly, should 
cover principally the following matters: 


1. The condition of the various funds of the institution; 

2. The extent to which the estimated income of the institution 
for the period involved has been realized; 

3. The condition of appropriations and trust funds; 

4. The general financial condition of the institution. 


The first of these requirements will be answered by a cash 
statement. Such a statement should consist of a summary of the 
various funds, showing the receipts, disbursements and balances 
in each, also the amounts of warrants outstanding or other differ- 
ences in the funds as between the books of the auditing officer 
and the custodian, so that two sets of accounts will be shown as 
reconciled, 

The second item will be covered by an income account in 
which will be shown the realization on account of certain items 
of income as compared with the estimates made at the beginning 
of the period. 

The third will be met by a summary of the material covered 
in the first group of statements described, those for heads of 
departments, and may well be arranged in the form of schedules 
classified by main divisions of the institutions so that copies of 
such schedules may be sent separately to the administrative offi- 
cers of those divisions. 

The last question will be answered by a current balance-sheet 
constituting a summary of all the accounts of the general ledger, 
which is an essential part of every well designed set of accounts, 
both public and private. 

The reports to the public concerning public institutions or 
projects are among the most difficult of all reports to design. The 
public is not easy to reach and convince for any purpose, or with 
any project, and this is particularly true as to financial data. 
Reports of a financial officer are reports which will be used for 
a large variety of purposes, including reference by numerous 
persons intimate with the institution as well as by both interested, 
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disinterested and malinterested citizens. For certain of these 
purposes the report may be painfully brief, and yet for certain 
other purposes brevity will bring forth dissatisfaction. For still 
other of these purposes the most elaborate detail would not be 
over-sufficient. So it is important that a sane and comprehensive 
medium be found, whereby the main facts which it is desired to 
record are set out with particular clearness and in limited detail, 
in such a way as to anticipate as fully as possible the various 
demands made upon the publication. 

Many public reports have been arranged so that a general 
balance-sheet is first stated. The accounting profession recog- 
nizes this to be the essential feature of commercial reports. It 
will, we believe, if properly designed, be of equal value in reports 
of public institutions. Such a balance-sheet should show clearly 
the various assets of the institutions properly divided as to their 
nature, that is, 


A. Available for appropriation ; 

B. Held in trust; 

C. Held as permanent endowment funds ; 

D. Invested in permanent plant and property. 


The groups are best arranged in the above order, and each 
will be offset by the proper liability, reserve or surplus accounts. 

Following the balance-sheet and properly linked to it should 
be schedules of income, expenditure and of property and invest- 
ments, the various schedules being properly keyed together, and 
to the balance-sheet, and vice versa. The schedules of income 
should present an intelligible analysis in accordance with the 
nature of the institution. Income and receipts should be differen- 
tiated, if not identical, and it should be stated in what respect 
one does or does not include the other, 

The schedules of expenditures should include only bona fide 
expenditures and should not include disbursements for supplies 
held in stock to be charged later to some appropriation and then 
become expenses or disbursements on account of trust funds. 
These must be separately and completely reported. It is impor- 
tant that expenditures be analyzed under a standard classification, 
uniform as to the departments of the institution itself, and, so far 
as possible, as to other similar institutions. The prime requisite 
of such an analysis is that it should be carried through on all 
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schedules so that it will reveal the distribution of expenses not 
only of individual departments but of the principal divisions of 
the institution and of the institution as a whole. It will be of 
largest service if the various items are reasonably general in 
character and easily defined instead of being carried out in fine 
detail. To be of the most value an analysis must be continuous 
for a succession of periods so that an accurate comparison may 
be established. 

Statements of expenditures have very often consisted of lists 
of warrants or vouchers issued. Disbursements through warrants 
may Or may not constitute expenditures, and as in the case of 
income and receipts any differentiation should be evident. An 
itemized list of vouchers drawn is in my opinion a thoroughly 
inadequate and impracticable report of expenditures. No satis- 
factory understanding of the operations of the institution can be 
obtained from such a statement. It is likely to provoke more 
useless criticism than good by making it possible to say that 
every feature of the finances has been published. On the whole 
I am inclined to believe that it would better be altogether omitted 
from all public reports. The best plan is to have the detailed 
transactions verified and certified by public accountants and then 
present to the public such a summary of transactions as will be 
both comprehensible and informative. 

It would be folly to attempt to set up a scheme of reports 
which could be considered model to the extent that in all circum- 
stances it would be found pre-eminently superior. The sugges- 
tions here made have to do with general features rather than 
with detail. I believe that they indicate the trend of modern 
financial reports and that they may be generally applied with 
abundant satisfaction and success. 
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EDITORIAL 
How Best to Serve 


A great many accountants are asking the questions: “How am 
I to distinquish between my duty to the government and my duty 
to the public?” “Should I relinquish my practice and enter the 
government service or by remaining in practice and assisting the 
smooth conduct of business shall I be rendering an equal service 
to the nation ?” | 

Naturally everyone who is imbued with even the faintest sense 
of loyalty or common decency wishes to do what he can to further 
the cause of liberty and civilization, and in any profession for 
which there is great demand by the government the difficulty of 
distinguishing between duty and inclination may be acute. 

For example, we can imagine a partnership of accountants 
which for years has been acting as auditor for a group of indus- 
tries. These industries have lately been taken over by the govern- 
ment or their entire output has been commandeered by the govern- 
ment. No one is so familiar with the history, development and 
condition of the industries as is our supposed firm of accountants. 
Would the partners of this firm be rendering a greater service to 
the country if they were to continue to give the benefit of their 
advice and assistance to the management of the industries than if 
they were to enter government employment in any of the many 
capacities which are open to them? 

The scarcity of qualified accountants is becoming a most 
serious matter and the government is likely to go to even greater 
lengths than heretofore in order to obtain the necessary number 
and quality of men to supervise accounting work. The authorities 
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seem to be committed to the policy of payment upon a cost-plus- 
percentage basis, and, whether wisely or unwisely, it is apparent 
that there will be a continuance of this method of payment for 
goods acquired. Every cost-plus contract means the need for an 
accountant to determine the cost. Contracts multiply daily, con- 
sequently the need for accountants multiplies daily, but unfortu- 
nately there is not any substantial increase in the number of 
accountants. 

There probably is not an accounting office of any importance 
in the country which is not overburdened with ordinary com- 
mercial and financial accounting work. In addition, the govern- 
ment through its various branches of activity is calling for assist- 
ance. The heads of great departments write or telegraph to the 
American Institute of Accountants and to prominent firms begging 
for men. 

What is the duty of the accountant in these circumstances ? 

At first glance it might appear that the proper course for the 
profession to pursue would be to drop everything and hold itself 
in readiness for whatever demands the government might make; 
but it is doubtful if such a course of action would in the long run 
be the best. 

We do not doubt that the great majority of practising public 
accountants would be willing to forego the profits of their practice 
for the duration of the war. The fact that so many prominent 
members of the profession are serving the government without 
compensation is clear evidence of the attitude of our representa- 
tive men. The number of accountants who have entered the 
departments of war and the navy and have assumed commissions 
with a scale of pay far below their ordinary incomes is further 
proof of the willingness of the profession to do its share. 

Frankly, it is impossible to express an opinion as to the proper 
course of action for the profession as a whole. Each practitioner 
must decide the question for himself, giving due weight to his 
circumstances, the nature of the work he is now doing and its 
relation to the work of the government, and also considering the 
value of the service which he might render were he wholly in 
the pay of the government. 

We can readily imagine accountants whose present practice is 
so closely tied up with war industries that it would be unwise for 
them to think of making a change. We can as readily imagine 


39 








The Journal of Accountancy 


others whose practice could be interrupted without serious injury 
to the business of the war, and these men we believe should make 
the utmost sacrifice possible and serve the government in uniform 
or on its civilian payroll. 

Among the people who ask questions as to their duty there 
seems to be a very general uncertainty as to the status after the 
war of men who have given up the fublic practice of accounting 
and devoted their energies to the work of the government. We 
believe that there is no doubt whatever as to the opportunities for 
such men when they return to public practice. 

The work of the public accountant is not concerned merely 
with a period of transition in business development. It is as much 
a fixture in the business world as any other department of activity 
and there will always be increasing need for the public accountant. 
As everyone knows, the supply is ‘ar below the demand and 
additions to the force are few and at the present moment almost 
negligible. The work for the accountant will be greater after the 
war than it was before the war began, and there will be com- 
paratively few more men to undertake it. 

For the sake of illustration let us draw attention to the fact 
that none of the present generation will probably live long enough 
to see the day when there will be abolition of the various plans of 
taxation which have been and will be adopted during the war. 
There may be reductions in the rates of taxes, but all taxing 
measures which are productive of substantial revenues to the 
government must be continued until the nation shall have wiped 
out most of its bonded and other indebtedness which is fast 
accumulating while the war continues. If all else failed and busi- 
ness were at a standstill the federal revenue laws would provide 
an abundance of work for all the public accountants who are now 
available and for many times their number. 

We do not believe that fears for the future need deter any 
accountant from entering his country’s service. How best to serve 
he must decide for himself. 





Padding the Cost 


The recent discovery by agents of the department of justice 
that there has been a gang or perhaps gangs of persons operating 
in Washington as contract agents must have been somewhat of a 
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shock to everyone. It is almost incredible in these days that the 
operation of such a plan as seems to have been carried out in 
many instances should be possible. 

It appears that the persons concerned have represented them- 
selves to be in close touch with the government or some of its 
agents and therefore in a position to secure contracts for the 
supply of war materials for the government. 

The guileless manufacturers seem to have been convinced of 
the ability of these agents to secure contracts, and in some cases 
the evidence indicates that the agents have been successful in 
obtaining the orders which the manufacturers desired. In other 
cases the agents have drawn commission ranging from 2% to 
20% without any very clear proof that they had anything what- 
ever to do with obtaining the contracts. 

The remarkable feature of the whole case seems to us to be 
the ability of the contract agents to operate so long without detec- 
tion. Compensation for practically every government contract has 
been fixed upon a cost-plus-percentage basis, and in the determina- 
tion of costs certain set rules have been provided. 

The contract commissions which have been paid must have 
been covered somewhere in the cost, and if there had been proper 
supervision there would have been instant discovery. 

In passing it might be noted that there is an additional unde- 
sirable feature in the case in that if the commissions paid to agents 
were included in the cost the percentage of profit allowed by the 
government was correspondingly increased. In other words, while 
the manufacturer was able to pay a commission to his agent for 
obtaining the contract and to cover such commission in his cost 
he not only defrauded the government to the extent of the com- 
mission but also by the amount of percentage on such commission. 

At the beginning of the war accountants recognized the possi- 
bility of injustice and interminable dispute as to the calculation 
of cost and the government was urged to exercise the utmost 
caution. The contracts which were prepared at the beginning 
were far from adequate, and we have a fear that there has been 
no great improvement in many of the contract forms. 

But, however accurately the form of contract might provide 
for the determination of cost, the result desired would not be ob- 
tained unless there were proper supervision. That manufacturers 
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were able to cover up commissions ranging as high as 20% in 
their cost of production shows there could have been nothing 
approaching adequate supervision. 

The government now seems to be awake and willing to make 
provision as far as possible for the prevention of such fraudulent 
practices as have been exposed. Let us hope that there will be at 
least a reasonably intelligent supervision of statements of cost pre- 
sented to the government. 
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Epitep BY JoHN B. Niven, C.P.A. 


We as a nation are learning what taxation can mean and can do. We 
are daily witnessing enlargements of the duties which conditions demand 
of our government, and we are steadily gaining experience in drawing, 
for the discharge of those duties, a share of the annual increment. Each 
succeeding law is more complete and far-reaching than the last, but we 
have much yet to learn. Our legislators are now engaged in gathering 
data, born of our experience, to serve as the foundation for a new revenue 
law, promised to remedy mistakes and inequities of the one now with us. 
Simultaneously continue to appear rulings clarifying the meaning of cur- 
rent laws and regulations and court decisions disposing of questions arising 
under still earlier laws, even to the parent of all our recent federal taxa- 
tion, the corporation excise act of 1909. 

The regulations classifying limited partnerships with corporations have 
had to be modified (by T. D. 2711). A distinction is now made between 
limited partnerships (existing under Pennsylvania laws and perhaps else- 
where) having actual or potential limited liability of general partners, 
transferability of shares and capacity to sue or hold real estate in the firm 
name and, on the other hand, those (existing in New York and most 
states) lacking these characteristics. The former only are to be treated 
as corporations, the latter as partnerships. 

The term political subdivisions of a state, referring to public obliga- 
tions the interest on which is exempt from taxation, is given a broad 
definition to include the many bodies of diverse designations fulfilling some 
one or other branch of recognized public work. 

The next decision (T. D. 2716) is of interest to banks or like agencies 
for collecting “foreign items”—these being defined as dividends on the 
stock of foreign corporations or interest upon the obligations of a foreign 
country or non-resident foreign corporation, and forms being provided 
for the certificates of ownership for which the first agency in the line of 
collection is responsible. 

Another decision (T. D. 2718) provides a table of accrued interest 
on certificates of indebtedness of May 15, 1918, acceptable in payment of 
income and excess profits taxes. 

Then follows a series of seven rulings (T. D. 2721-2726) based on 
decisions of the federal courts. Of these, five (Nos. 2721-2725) relate to 
the old corporation excise act of 1909, the predecessor of the income tax 
laws; and the other two (T. D. 2720 and T. D. 2726) to the income tax 
act of 1913. 

The first of them (T. D. 2720), although occasioned by a distinction 
in the treatment of dividends received by corporations and individuals 
such as does not now exist, is of interest because it classes as “associa- 
tions,” whose incomes are to be regarded as those of taxable entities like 
corporations, trusts so constituted as to control the time, manner and 
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amount of distribution of trust income among the beneficiaries, in the 
same way as a board of directors controls the distribution of corporate 
profits. Such income, says the court, is neither income of individuals nor 
of partners, because they cannot lay hands on it until appropriated by 
the trustees; neither is it income received by a fiduciary, who is bound 
only to report it as a matter of information, without being taxed on it. 
The decision, though somewhat lengthy, is printed in full. 

Of the ensuing five decisions under the 1909 law, the first two (T. D. 2721- 
2722) disallow deductions from income made to cover cost of ore in the 
ground or other provision for depletion of minerals, but allow a propor- 
tionate deduction of royalties paid in advance on leased ore bodies. These 
cases have no bearing on conditions under present laws. 


Three other decisions (T. D. 2723-2725) recognize the application to 
the earliest act of several phases of the accounting principles and depart- 
mental practices that are now well established in relation to current tax- 
ation; namely, that on the sale of assets the proceeds are neither wholly 
capital, and thus excluded, nor wholly income, and thus taxable on the 
gross amount; but that they are profits or losses, and thus far taxable or 
deductible from taxable income, to the extent that they exceed or fail to 
restore the capital they previously represented—that is, their value at the 
time the law went into force, or, if bought since, their cost. These prin- 
ciples are applied to cases of conversion of capital assets and the sale 
of corporate stock. , 

Another decision (T. D. 2726) is of permanent interest, settling, as it 
does once for all, the claim raised that a tax levied on income derived 
from export sales is a tax on exports in violation of the article (article 
1, section 9, clause 5) in the United States constitution, prohibiting the 
laying of a tax or duty on “articles exported from any state.” Says the 
court, it is not the articles exported that are taxed, but the income from 
them, at a point far removed from the exportation, and along with all 
other income, without discrimination as to kind. The judgment is con- 
clusive in its assertions, and is printed in full. 


TREASURY DECISIONS 
(T. D. 2711, May 9, 1918) 


Income, excess-profits, and capital-stock taxes 


Revision of article 62 of the income-tax regulations and article 2 of the 
excess-profits tax regulations regarding limited partnerships 


Section 10 (a) of the income-tax act of September 8, 1916, as amended, 
provides for a tax upon the net income of “every corporation, joint-stock 
company or association, or insurance company organized in the United 
States, no matter how created or organized, but not including partner- 
ships.” Section 4 of the war income-tax act of October 3, 1917, and 
section 407 of the capital-stock tax act of September 8, 1916, contain lan- 
guage similar in effect. Section 200 of the war excess-profits tax act of 
October 3, 1917, specifying that when used therein “the term ‘corporation’ 
includes joint-stock companies or associations and insurance companies,” 
provides for a tax “upon the income of every corporation, partnership, 
or individual.” 
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Article 62 of the income-tax regulations classes limited partnerships as 
corporations for the purpose of the income-tax and requires income from 
the earnings of such partnerships to be treated like dividends on corporate 
stock. Article 2 of the excess-profits tax regulations extends the term 
“corporation” to include limited partnerships. 

So far as limited partnerships of the type of partnerships with limited 
liability or partnership associations authorized by the statutes of Pennsyl- 
vania and of a few other states are concerned, no reason exists for chang- 
ing the regulations. Such so-called limited partnerships, offering oppor- 
tunity for limiting the liability of all the members, providing for the 
transferability of partnership shares, and capable of holding real estate 
and bringing suit in the common name, are more truly corporations or 
joint-stock companies than partnerships. 

But the regulations require revision with respect to limited partnerships 
of the type authorized by the statutes of New York and most of the states. 
Such limited partnerships, which cannot limit the liability of the general 
partners, although the special partners enjoy limited liability so long as 
they observe the statutory conditions, which are dissolved by the death or 
attempted transfer of the interest of a general partner, and which can 
not take real estate or sue in the partnership name, are so like common- 
law partnerships as to render inadvisable the differentiation hitherto exist- 
ing in the regulations. 

The same considerations apply to the classification of limited partner- 
ships for the purpose of the capital-stock tax. It is immaterial that partner- 
ships with limited liability of the Pennsylvania type may not issue stock. 
They have capital stock and the interests of the members are shares 
within the meaning of the statute, stock certificates being mere evidences 
of ownership. 

Therefore, for the purpose of the income tax, the war income tax, the 
excess-profits tax and the capital-stock tax, limited partnerships of the 
Pennsylvania type of partnerships with limited liability are corporations 
or joint-stock companies, and limited partnerships of the New York type 
are partnerships. Article 62 of the income-tax regulations and article 2 
of the excess-profits tax regulations are modified accordingly. However, 
in doubtful cases limited partnerships will be treated as corporations unless 
they submit satisfactory proof that they are not in effect so organized. 


(T. D. 2715, May 20, 1918) 
Income Tax 


Revision of articles 83 and 84 of the income-tax regulations regarding 
interest upon the obligations of a state or any 
political subdivision thereof 


Section 4 of the income-tax act of September 8, 1916, as amended by 
the act of October 3, 1917, provides that the following income shall be 
exempt from the income tax: 

. — upon the obligations of a state or any political subdivision 
thereof. 

In order more clearly to define this exemption articles 83 and 84 of the 
income-tax regulations, as revised, are hereby amended to read as follows: 

Art. 83. Obligations of a state—Among income exempt from the income 
tax is interest upon the obligations of a state or any political subdivision 
thereof. Obligations issued for a public purpose by or on behalf of the 
state or a duly organized political subdivision acting by constituted authori- 
ties duly empowered to issue such obligations are the obligations of a 
state or a political subdivision thereof. 

Art. 84. Political subdivisions—The term “political subdivision” denotes 
any division of the state made by the proper authorities thereof acting 
within their constitutional powers for the purpose of carrying out a por- 
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tion of those functions of the state which by long usage and the inherent 
necessities of government have always been regarded as public. Political 
subdivisions of a state, within the meaning of the exemption referred to in 
article 83, include special assessment districts so created such as road, 
water, sewer, gas, light, reclamation, drainage, irrigation, levee, school, 
harbor port improvement, and similar districts and divisions of a state. 


(T. D. 2716, May 28, 1918) 
Income Tax 


Amending article 35, regulations No. 33, revised, by defining foreign items, 
and regulating the furnishing of information as to such items by the 
bank or agency collecting the same, and by the fiscal agent of the 
foreign country or foreign corporation making the payment. 

1. Article 35, regulations No. 33, revised, is hereby amended to read 
as follows: 

Article 35. Such returns of information shall be required, regardless 
of amount, in the case of payments of interest upon bonds, mortgages, or 
deeds of trust or other similar obligations of domestic or resident corpora- 
tions, joint-stock companies, associations, and insurance companies, and in 
the case of foreign items. The original ownership certificates, when duly 
filed, shall constitute and be treated as returns of information. 

The term “foreign item,” as used in this article means any dividend 
upon the stock of a foreign corporation, or any item of interest upon the 
bonds of foreign countries or nonresident foreign corporations, whether 
or not such dividend or interest is paid in the United States, or by cheque 
drawn on a domestic bank. The term “foreign corporation,” as used in 
this article, means one not organized and existing under the laws of the 
United States or of any state or territory thereof, or of the District of 
Columbia, Porto Rico, or the Philippine Islands. The term “nonresident 
foreign corporation,” as used in this article, means any foreign corpora- 
tion which has no office or place of business in the United States. The 
mere maintenance of an office, or fiscal agency, in the United States for 
the payment of dividends on stock or interest on bonds, does not con- 
stitute a foreign corporation a “resident” of the United States within the 
meaning of this article. 

The first bank or agency accepting a foreign item for collection is 
required to make a return of information concerning the same. Whenever 
a foreign country or foreign corporation making payment of foreign items 
has a fiscal agent in this country, such agent, when requested by the com- 
missioner of internal revenue, shall furnish whatever information he has 
in relation to such items. A dividend-disbursing agent is deemed to be 
such a fiscal agent. 

Banks or agencies collecting foreign items are required to obtain a 
license from the commissioner of internal revenue to engage in such busi- 
ness, and are subject to such regulations for the furnishing of information 
as said commissioner, with the approval of the secretary of the treasury, 
shall prescribe, and to the penalties prescribed for failure to obtain such 
license (act of Sept. 8, 1916, sec. 9 (f), as amended by act of Oct. 3, 
1917, sec. 1205). A blank application (form 1017) for such a license may 
be obtained upon request, from any collector of internal revenue. This 
license is issued without cost. 

Such foreign items shall not be accepted for collection by any bank or 
collecting agency so licensed unless accompanied by proper ownership cer- 
tificates (form 1001-A) showing names and addresses of the owners, and 
all other information called for thereon. The licensee is also required to 
indorse upon such item the words “certificate detached and information 
furnished,” adding his name and address. When foreign items have been 
indorsed as above prescribed, the certificates shall be detached and for- 
warded to the commissioner of internal revenue (sorting division), Wash- 
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ington, D. C., on or before the 20th day of the month following that during 
which the items were accepted, accompanied by a letter of transmittal, 
showing the number of certificates, and the aggregate amount of foreign 
items disclosed thereon. 

2. For the purpose of complying with the above requirements, a cer- 
tificate (form 1001-A), will be provided by the government and furnished 
to collectors of internal revenue for distribution to the public. The cer- 
tificate shall be in the following form: 

FOREIGN ITEMS 
Form 1001-A ‘ 
U. S. Internal Revenue. Names must be printed or written plainly. 
wnership certificate—Tax not to be paid at the source 


(For the use of owners of stock of all foreign corporations, and owners of bonds 
of foreign countries or nonresident foreign corporations.) 





PAYOR OF INTEREST OR DIVIDEND OWNER OF BONDS OR STOCKS 
Name..... reer ee aadabaree Jeencacnednke eves saaeas éigbbeeedeseteasneuaanes 
ee Pre eee errr rrs 5 err Pe ee ee Ee ree 





(On line above give full description of foreign item, date of dividend, or 
maturity of interest.) 








I certify that the owner of the bonds or {If owner is an indi- | If. not, is he the 
stock upon which the above-described in- vidual, is he mar- head of a family? 
come accrued falls within the class of DET cnsucaseces iacuees a mneebex 


persons or organizations opposite which 
such income is entered, and is entitled | 
to receive the income reported without ca Divi- 





deduction of tax. Owner est | dends 


(Signature of owner or agent.) 





1. Citizen or resident of the 
pak aese Pe errr ee ieee United States, individual 
or Gdtety 4s sccscecest Gecist Besse 


2. Domestic or _ resident 
aeeetnt cae pasate ee Pree corporation, association, 
(Address or partnership .......-. Sick Shave 
of agent) 3. Nonresident alien indi- 
ya Vecaawalobe ‘dine eaaaeeie vidual .... eevee $....] $.... 


4. Nonresident foreign cor- 
poration, association, or 
rr Ean a Serr 











Fiduciaries must enter under “Owner of 
bonds or stocks” the name of estate, trust 
or beneficiary on behalf of whom this cer- 
tificate is made. 

If securities are. owned jointly by sev- 
eral persons, one may sign, and the names, 
addresses, and proportion of ownership of 
each indorsed on the back hereof. 








t A responsible bank or banker may execute the certificate on behalf of a nonresident 
alien owner of stocks or bonds. ; 

Note.—The first bank or collecting agent receiving this certificate is required 
to detach and forward it to the Commissioner of Internal Revenue (Sorting Division), 
Washington, D. C., accompanied by a letter of transmittal showing the number of 
certificates and the aggregate amount of foreign items disclosed thereon. When cer- 
tificate is detached, the collecting agent shall endorse upon the foreign item, ‘Certificate 
detached and information furnished.......... heen 6020S binbetdseepesisaabeaee” 

(Name and address of licensee.) 
DON ccs cscvsssecvrceces 

3. The use of form 1071, revised, is hereby discontinued. 

All treasury decisions and other rulings by this office in conflict here- 
with are hereby superseded and repealed. 
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(T. D. 2718, May 28, 1918) 
Certificates of indebtedness 


Instructions relative to acceptance of certificates of indebtedness dated 
May 15 and maturing June 25, 1918, in payment of 
income and excess profits taxes 

In accordance with the provisions of section 1010 of the act of October 
3, 1917, and the instructions contained in T. D. 2639, dated January 28, 
1918, collectors are directed to receive United States certificates of indebt- 
edness dated May 15, 1918, and maturing June 25, 1918, at par and accrued 
interest in payment of income and excess profits taxes when payable at or 
before the maturity of the certificates. 

Hereto attached is a schedule showing the exact amount of accrued 
interest payable on any day from May 15 to June 25, 1918. 


Accrued interest upon United States certificates of indebtedness, dated 
May 15, 1918 


[4 per cent. for 365 days] 


$500 $1000 $5000 $10000 $100000 $500 $1000 $5000 $10000 $100000 
May $ $ $ $ $ June $ $ $ $ $ 
15 0.00 0.00 0.00 0.00 0.00 > tt 2 11.51 23.01 230.14 
16 CS 31 55 1.10 10.96 6 1.21 241 12.05 24.11 241.10 
17 His #2it 23s As 7 1.26 2.52 12.60 25.21 252.05 
18 16 33 «164 3.29 32.88 8 1.32 263 13.15 26.30 263.01 
19 22 44 219 438 43.84 9 1.37 2.74 13.70 27.40 273.97 
20 27 3655 2.74 548 5479110 1.42 2.85 1425 28.49 284.93 
21 33 «6.66 «63.29 658 65.751 11 148 2.96 14.79 29.59 295.89 
22 38 77 384 7.67 7671312 1.53 3.07 15.34 30.68 306.85 
23 44 88 438 8.77 87.671 13 1.59 3.18 15.89 31.78 317.81 
24 49 99 493 986 9863114 164 3.29 1644 32.88 328.77 
25 55 1.10 548 10.96 109.59] 15 1.70 340 16.99 33.97 339.73 
26 60 1.21 6.03 12.05 120.55] 16 1.75 3.51 17.53 35.07 350.68 
27 66 132 6.58 13.15 131.51] 17 1.81 3.62 18.08 36.16 361.64 
28 71 142 712 1425 14247118 1.86 3.73 1863 37.26 372.60 
29 77 #153 7.67 15.34 153.42119 1.92 3.84 19.18 38.36 383.56 
30 82 164 822 1644 16438] 20 1.97 3.95 19.73 39.45 394.52 
31 88 1.75 8.77 17.53 175.34} 21 2.03 4.05 20.27 40.55 405.48 
June 22 2.08 4.16 20.82 41.64 416.44 
1 93 186 9.32 1863 186.30} 23 2.14 4.27 21.37 42.74 427.40 
2 99 197 986 19.73 197.26} 24 219 438 21.92 43.84 438.36 
3 1.04 2.08 10.41 2082 20822}25 2.25 4.49 22.47 4493 449.32 
4 1.10 2.119 10.96 21.92 219.18 





(T. D. 2720, June 4, 1918) 


Income tax act of October 3, 1913—Decision of court 


ASSOCIATION. 

An organization according to whose constitution individuals who are 
beneficially interested in various proportions in the same property and 
hold assignable certificates representing their different interests therein. 
but who can claim no part of the income of such property as their 
income as distinguished from the income of the organization to which 
they belong, commit the control and management of such property, for 
profit, to trustees, free from their own immediate control or interference, 
except that such individuals may act by majority in amount and interest for 
the purpose of allowing extra compensation to the trustees, filling vacan- 
cies in the office of trustees or modifying the terms of the declaration 
of trust, is an “association” and taxable as such under section II G (a) 
of the act of October 3, 1913. 
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The appended decision of the United States circuit court of appeals for 
the first circuit in the cases of Crocker et al., trustees, vs. John F. Malley, 
collector of internal revenue, and of John F. Malley, collector of internal 
revenue, vs. Crocker et al., trustees, is published for the information of 
internal-revenue officers and others concerned. 


Unitep States Circuit Court or APPEALS, First Circuit. Ocroper TERM, 
1917. No. 1323. No. 1324 


Alvah Crocker et al., trustees, plaintiffs in error, vs. John F. Malley, col- 
lector, defendant, defendant in error; John F. Malley, collector, defen- 
dant, plaintiff in error, vs. Alvah Crocker et al., trustees, plaintiffs, 
defendants in error. 


Error to the district court of the United States for the district of 
Massachusetts 


Before Dodge, Johnson, and Aldrich, judges 
[May 3, 1918] 


Dodge, judge: These cases arise under the federal income tax act, 
approved October 3, 1913 (38 Stats. 166, 172). 

The five persons. who were then the trustees under a declaration of 
trust dated March 29, 1912, and recorded in the Worcester county, Massa- 
chusetts, northern district, registry of deeds, brought suit on January 15, 
1917, against the collector of internal revenue to recover back certain 
amounts paid by them to him under protest, as income taxes claimed 
him to be due from them under said act, for the years 1913, 1914, and 1915. 
The case was heard in the district court without a jury on an agreed state- 
ment of facts. The trustees recovered judgment for $9,554.07, with inter- 
est, which judgment the collector seeks to reverse in No. 1324, asserting 
that the allowance of any recovery was error. By their writ of error in 
No. 1323, the trustees assert the judgment to have been erroneous in not 
allowing also the further recovery of $1,321.33, included in their total claim 
as stated in their declaration. Neither party disputes the finding below 
that all the formalities required by the statute to enable the plaintiffs to 
bring this suit have been complied with. 

The declaration of trust provided that “the title of this trust (fixed for 
convenience) shall be The Wachuset Realty Trust.” The important fea- 
tures of the trust thereby created are set forth as follows in the “Opinions 
and Findings” of the district court: 

The trust was created under the common law. In its inception there 
were five trustees and eight beneficiaries, five of whom were trustees. The 
property of the trust consisted of real estate and shares of stock in a 
Massachusetts corporation the legal title to which was vested in the 
trustees. The real estate was leased to the Massachusetts corporation, and 
the income from the trust came from the dividends on the stock and the 
rentals of the real estate. Certificates were issued by the trust to the 
beneficiaries in proportion to their respective interests in the property held 
by the trust. The certificates contained a provision signifying the assent 
of the beneficiaries to the terms of the trust agreement. 

* * . * * * 


According to the trust agreement, the trust was to continue for 20 years 
from and after the death of the survivor of certain persons named, when 
the property was to be converted into money and the net proceeds distrib- 
uted among the persons then holding and owning the beneficial interests 
therein. Pending final conversion and distribution of the property full 
management and control of the same was vested in the trustees, with as 
full powers as though they were themselves sole and absolute beneficial 
owners thereof in fee simple. 
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They were authorized to collect and receive all rents and incomes from 
the property and semi-annually or oftener to distribute such portion thereof 
as they, in their discretion, should determine to be fairly distributable as 
income to the several cestui que trusts, according to their interests. The 
compensation of the trustees was not to exceed a total of one per cent., 
reckoned upon the gross income received, “unless, at any time, a majority 
in interest of the cestui que trusts consent in writing to some larger com- 
pensation for any past service.” Any vacancies in the office of trustee 
were to be filled by the remaining trustees by an instrument in writing 
signed by them and assented to in writing by the holder or holders of a 
majority in amount of the beneficial interests in the trust; and the terms 
and provisions of the trust could be modified at any time by an instrument 
in writing, signed, sealed, and acknowledged “by the then trustees, assented 
to in writing by a majority in interest of the cestui que trusts.” It was 
also stipulated that the cestui que trusts should “be trust beneficiaries only, 
without partnership, associate, or any other relation whatever inter sese.” 

The district court has stated the question upon which the trustees’ right 
of recovery depends as follows: 

The principal question in the case is whether the plaintiffs are trustees 
and subject to the tax provisions of section II, subdivision D, of the act 
of October 3, 1913, or whether they are an association within section II, 
subdivision G (a), of said act. The contention of the defendant is that the 
plaintiffs are an association and taxable under the provisions of subdivision 
G, while that of the plaintiffs is that they are a strict trust, not an asso- 
ciation or partnership, and are subject to the tax provisions of sub- 
division D. 

This question was resolved by the district court in favor of the plain- 
tiffs, and the case decided upon the ground that they are a trust and not 
an association. 

Under the corporation excise tax statute of 1909 (36 Stats., 11, 112) 
every corporation, joint-stock company, or association organized for profit 
and having a capital stock represented by shares, now or hereafter organ- 
ized under the laws of the United States or of any state or territory, etc., 
was made subject, if engaged in business in any state, etc., to pay annually 
a special excise tax with respect to the carrying on or doing business by 
it, of 1 per cent. upon its entire net income over and above $5,000 received 
by it from all sources during the year. 

In Eliot vs. Freeman, 220 U. S., 178, it was held with regard to two 
Massachusetts real estate trusts, more or less similar in character to the trusts 
here under consideration, that they were not within the provisions of the act 
nor liable to the excise tax thereby imposed because formed in a state 
where statutory joint-stock companies are unknown and not therefore 
deriving either from the laws of the United States or of any state or 
territory, etc., any quality or benefit not existing at the common law. The 
intention of congress was held to have been to embrace within the statute 
only such corporations and joint-stock associations as were organized under 
some statute or did derive from that source some quality or benefit not 
existing at the common law. 

This decision was in 1911. The language of the subsequently enacted 
income tax statute of 1913 imposes the normal tax therein provided for 
upon the entire net income of every corporation, joint-stock company, or 
association organized in the United States, no matter how created or 
organized. 

If therefore, The Wachuset Realty Trust is a joint-stock company or 
association, within the meaning of those terms as used in section II, G (a), 
of the statute of 1913, it makes no difference whether it is created or 
organized under any statute or not. Being organized in the United States, 
its income is liable to the tax imposed, although it derives no benefit not 
existing at common law from any statutory source. The question remains, 
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however, whether or not the facts before the district court required the 
finding that it was a “joint-stock association” or “association” such as the 
above section intends. We find no indication in Eliot vs. Freeman or in 
any other supreme court decision that a Massachusetts trust like those 
before the court in that case must necessarily be regarded as such an 
“association” in the statutory sense. On the collector’s behalf it is said 
that in the legislation of 1913 congress “intentionally omitted the one 
requirement which exempted such an organization” under the legislation 
of 1909. But we think it by no means clear from anything said in the 
opinion that either trust before the court in Eliot vs. Freeman must have 
been held an “association” in the statutory sense, had it only been organ- 
ized under some statute expressly permitting such organization. In the 
opinion it is expressly said, as to the trusts then under consideration, that 
they could “hardly be said to be organized within the ordinary meaning 
of that term” (220 U. S., 186), and it was pointed out (at p. 187) that 
they did not have perpetual succession, but ended 20 years after lives in 
being—suggestions which would hardly have been made if the decision 
was meant to be understood as contended. 

With regard to the statute of 1909 it is to be noticed that while corpora- 
tions, joint-stock companies, or associations and insurance companies, were 
therein classed together as they are in the statute of 1913—the former 
statute, unlike the latter, imposed upon them not a tax upon their incomes 
as stich, but a “special excise tax with respect to the carrying on or doing 
business by them,” equivalent to 1 per cent. upon their net incomes in 
excess of $5,000. Upon partnerships, not capable of being included in said 
classification, the statute of 1909 did not undertake to impose any such tax, 
any more than upon individuals. The incomes of the partners from the 
business of an ordinary partnership congress could not have taxed in 
1909, the sixteenth amendment not having become a part of the consti- 
tution until February 25, 1913. 

The statute of 1913, however, imposes a tax directly upon net income, 
not a special excise tax equivalent to the same percentage. It imposes 
such tax directly upon the incomes of individuals and partnerships as 
well as those of corporations, joint-stock companies or associations, and 
insurance companies, according to provisions alike in principle as to all 
said incomes, however different as to matters such as the different amounts 
of exemptions or deductions allowed different classes of recipients. The 
provisions of section II, G (a), which subject the incomes of corporations, 
joint-stock companies or associations, and insurance companies to the tax 
are there expressly declared not applicable to partnerships. In section IT, 
D, are found separate and distinct provisions which expressly direct that 
persons carrying on business in partnership shall be liable for income tax 
only in their individual capacities, and which regulate accordingly the 
returns of incomes required to be made by partnerships. 

No provisions are found in the statute of 1913 which directly impose 
a tax upon incomes arising or accruing to fiduciaries, in terms correspond- 
ing to those whereby a tax is imposed upon incomes arising or accruing 
to individuals (Sec. II, A-1) or to corporations, joint-stock companies or 
associations, etc. (Sec. II, G-a). By section II, D, in a paragraph mainly 
devoted to setting forth requirements of annual returns from or on behalf 
of the various classes of recipients of taxable income, trustees, among other 
specified kinds of fiduciaries, “and all persons, corporations, or associations 
acting in any fiduciary capacity,” are required to make such returns of 
“the net income of the person for whom they act, subject to this tax, com- 
ing into their custody or control and management, and be subject to all 
the provisions of this section which apply to individuals.” 

The provisions just referred to seem to be rather provisions for the 
assessment and collection of the taxes due from the different classes of 
recipients of incomes elsewhere directly taxed by the statute than provis- 
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ions creating still another class of recipients and imposing a tax upon 
incomes arising or accruing to them. Nowhere in the statute are incomes 
arising or accruing to fiduciaries declared subject as such to the provisions 
taxing incomes arising or accruing to individuals. 

In view of the above features of the statute, the first question presented 
in determining its application to these trustees seems to be as follows: 
Is the income received by them during each calendar year from the prop- 
erty under their control to be considered income arising or accruing to the 
“persons for whom they act,” or as income arising or accruing to them, 
notwithstanding that it is to be disposed of by them as the trust declara- 
tion requires? If it is to be regarded as income of the former description, 
i.€., as arising or accruing to the respective beneficiaries, the above pro- 
visions of section II, D, require an annual return of it from them, and they 
are liable to pay the tax imposed upon it by a clause in the same para- 
graph subjecting them to all the provisions of the section applicable to 
individuals; but under subsequent provisions of section II, D, they need 
not include in their returns so much of said income as is derived from 
dividends upon the stock forming part of the property under their control. 
But if said income is to be considered as “arising or accruing” to them 
rather than to the beneficiaries or certificate holders, none of the above 
provisions of section II, A, or of section II, D, seems to us applicable 
either to said income or to them. Though arising or accruing to them 
as trustees or title holders of the property from which it is derived, they 
do not, and could not, claim such income as their own in any individual 
capacity; and if they do not receive it as income subject to the tax because 
it has arisen or accrued to the several beneficiaries, it must be either income 
arising or accruing to them collectively as the receiving officers of their 
organization, and subject to the tax imposed by section II, G-a, upon 
incomes of the different class there dealt with, from which dividends may 
not be deducted, or income upon which no tax is imposed by any express 

and distinct provisions of the statute. 

In order to make income from a trust estate received by the fiduciary 
in any calendar year income of the person for whom he acts, subject to 
the tax, in the sense of the above provisions of section II, D, it must be 
received by the fiduciary upon terms which make it income arising or 
accruing during that year to such person according to section II, A-1. If 
the terms of the trust are such that its receipt by the fiduciary immediately 
renders it, or so much of it as is net income, available as such to the 
beneficiary, no difficulty is found in regarding it as income of the person 
for whom the fiduciary acts, subject to the tax, coming into his custody or 
control and management, and therefore governed by said provisions of 
section II, D. 

But by the terms of the trust here in question the receipt by the trustees 
during a given calendar year of income from the trust estate does not 
render any part of such income immediately so available to the beneficiaries 
as income arising or accruing to them during the year. Such receipt gives 
to no one of them any right to a share of what the trustees so receive as 
then belonging to him individually, or any right to direct the disposition 
of any such share according to his individual determination. 

The plaintiffs were not required by the trust declaration under which 
they received the income from the trust estate for the calendar years here 
in question to distribute it, or any part of it, to the beneficiaries, as net 
income, at any time. The requirements as to distribution are only that 
they distribute such portion of the income received ‘ ‘as they may in their 
discretion determine to be fairly distributable net income.” And _ they 
are given full authority from time to time to devote any funds on hand, 
whether received as capital or income, to repair, improvement, protection, 
or development of the property under their control, or to the acquisition 
of other property, as they “may determine to be wise and expedient for 
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the protection and development of the trust property as a whole pending 
its conversion and distribution.” Further, their determination is expressly 
made final, if made by them in good faith, as to all questions as between 
capital and income. 

No beneficiary of this trust, therefore, had the right, when the income 
for a given calendar year from the trust property came into the plaintiffs’ 
hands, to demand any share of it or direct the disposition of any of it 
or even to have his individual share of it determined. To the plaintiffs, 
and not to their beneficiaries, belonged the right to say whether any of it 
should then go to the beneficiaries or whether all of it should become part 
of the trust property ultimately to be distributed. In such final distribu- 
tion no one who was a beneficiary during the calendar year might live to 
share. While the value of his proportionate interest in the trust estate 
might be increased if income for the year went to augment said estate, his 
proportionate share in income so disposed of can hardly be called income 
arising or accruing to him as an individual during the year, in the ordinary 
sense. We think it may well be doubted whether income, received by the 
plaintiffs, subject to such independent power of disposition, or any part 
thereof, is income within the meaning of the language in section II, D, 
“the net income of the person for whom they act, subject to this tax, com- 
ing into their custody or control and management.” 

The plaintiffs’ powers and functions as defined by the instrument under 
which they act resemble the powers and functions ordinarily exercised by 
the managers of an organization so constituted as to be of itself a recipient 
of taxable income independently of the individuals beneficially interested 
in the property from which it is derived, much more than they resemble 
the powers and functions of ordinary fiduciaries acting merely as such 
for ordinary beneficiaries. Particularly is this true as to income received 
from their trust estate. Until and unless, after its receipt, they have so 
exercised their discretion as to determine it, or some part of it, to be fairly 
distributable net income, no individual for whom they act can claim any 
part of it as his income, as distinguished from the income of the organi- 
zation to which he belongs. The same is true of a corporation’s income, 
in which stockholders can claim no individual right before the managers 
declare a dividend from it. The same would be true of a corporation, 
joint-stock company, or association which had given to its officers powers 
of disposition over its income like the above. The same would not be true 
in the ordinary cases of fiduciaries exercising, with regard to income, only 
the powers necessary for distributing net income as received to the persons 
for whom they act, such as we think were contemplated by the above pro- 
visions of section II, D. 

It is true, as the agreed statement before us shows, that the plaintiffs 
“have disbursed such income” as they have from time to time received 
from the real estate and stock which they hold, “less charges and disburse- 
ments for taxes and similar expenses, to their several beneficiaries in pro- 
portion to their respective interests.” This we understand to mean that 
they have distributed so much of the income received by them during the 
calendar years here in question as they determined in their discretion to be 
fairly distributable net income; according to clause 3 of the declaration 
of trust. But in said distributions the respective beneficiaries can hardly 
be said to have got what they received because it had arisen or accrued 
to each of them during the year; or the plaintiffs to have been performing 
only the duty of paying over net incomes so arising or accruing. Each 
beneficiary took what he received, not because it was his net income so 
arising or accruing, but because the plaintiffs had elected to treat what 
they distributed as “fairly distributable net income,” instead of accumu- 
lating it as they might have done. 

The district court, as its opinion states, held the plaintiffs to be “a 
trust” subject to the provisions of section II, D, and not “an association,” 
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in deference to the decisions in Williams vs. Milton, 215 Mass. 1; Crocker 
vs. Crocker, previously decided in the district court (May 23, 1914), and 
the authorities whereupon those decisions were based. Crocker vs. Crocker 
required construction by the court of the same trust declaration as is now 
before us. The bill in that case, filed by one of the beneficiaries, asked the 
court to enjoin the present plaintiffs from making a return of income 
taxable under this statute according to section II, G-a, thereof. 

We agree with the district court, in this case and in Crocker vs. Crocker, 
that the organization formed under this trust declaration is not, in view 
of the authorities, to be regarded as an association in such sense as to 
make the beneficiaries partners and the plaintiffs their agents for conduct- 
ing the partnership business. Its income, therefore, for the calendar years 
in question, is not for the purpose of the statute to be treated as income 
of a partnership. If it were to be so treated it would be income arising 
or accruing to the several partners and subject to the provisions of section 
II, D, regarding such income. Nor could the organization be regarded 
as belonging to either of the classes mentioned in section II, G-a, because 
the language there used expressly excludes partnerships. 

But although their beneficiaries stood, neither as to the trust property 
nor as to the profits of its control and management, nor as to the income 
therefrom, as partners, but only as beneficiaries of a strict trust; and 
although the plaintiffs were not the agents or representatives of a partner- 
ship, but trustees in whose management and control of the trust property 
and business the beneficiaries had no direct voice, we do not think it neces- 
sarily follows that the organization composed of themselves and the indi- 
viduals for whose benefit they act can not be called an “association” for the 
purposes of section II, G-a. Though not associated as partners, we fail to 
see why they may not reasonably be said to be associated in the sense 
contemplated by the statute. As pointed out above, the statute, for the 
purposes of the taxation which it imposes, broadly distinguishes between 
two classes of income only—that which does and that which does not 
arise or accrue to individuals as opposed to groups or bodies of individuals. 


The plaintiffs fail to satisfy us that the terms “voluntary association” 
or “association” are entirely inapplicable for any purpose to an organiza- 
tion according to whose constitution individuals beneficially interested in 
various proportions in the same property commit its control and manage- 
ment, for profit, to trustees free from their own immediate control or 
interference. However important it may be to distinguish between a trust 
under which there is no partnership relation among the beneficiaries and 
an association under which such relation exists for the purposes of sys- 
tems of taxation such as that of Massachusetts (Williams vs. Milton, 215 
Mass., 1), or for the purposes of statutes such as that construed in Smith 
vs. Anderson, 50 L. J. Ch., 39; it does not seem to us that the distinction 
so made necessarily excludes an organization like this from the general 
class of organizations to which the terms “voluntary association” or “asso- 
ciation” may properly be applied. The holders of the assignable certifi- 
cates representing the different beneficial interests in this “trust” may cer- 
tainly be described, without using language in any extraordinary or unusual 
sense, as associated together for their common benefit or profit. Their 
individual interests in the trust property are combined for the purposes of 
a joint business venture managed for the common benefit of all. The trust 
declaration in effect associates them for the purposes of allowing extra 
compensation to the trustees, of filling vacancies in the office of trustees, 
or of modifying the terms of the declaration itself when it requires for 
those purposes written assent from a “majority in amount” or a “majority 
in interest.” 

Believing, in view of the entire scheme for taxation of incomes as 
established by this statute, that the legislative intent as to incomes such as 
these plaintiffs have received was to treat them as arising or accruing to 
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the trustees collectively, rather than to the individual beneficiaries for 
whose ultimate benefit they were received, we are obliged to hold that the 
taxes for the years here in question were lawfully assessed and collected, 
and that the district court erred in its decision to the contrary. This con- 
clusion renders it unnecessary to consider the questions which would have 
had to be decided upon the plaintiffs’ writ of error No. 1323 had we agreed 
with the district court. 

In No. 1323 the writ of error is dismissed, and the defendant in error 
recovers his costs of appeal. 

In No. 1324 the judgment of the district court is reversed, and the case 
is remanded to that court with directions to enter judgment for the defend- 
ant, and the plaintiff in error recovers his costs of appeal. 


(T. D. 2721, June 4, 1918) 
Corporation excise tax act of 1909—Decision of the supreme court 


1. Nature of iron-ore leases. 

Iron-ore leases of the kind under consideration are not conveyances 
of the ore in place, but are grants of the privilege of entering upon, 
discovering, and developing and removing the minerals from the land.— 
The Sargent Land Co. case (242 U. S., 503) followed. 

2. Depletion of capital assets. 


The lessee of mining property may not deduct the proportionate value 
of the ore in place on January 1, 1909, with respect to each ton of ore 
mined, as so much depletion of capital assets, but may deduct a propor- 
tionate part of the royalty paid in advance. 


(T. D. 2722, June 4, 1918) 
Corporation excise tax act of 1909—Decision of the supreme court 


— 


. Depletion of ore bodies. 

For the purpose of determining its net income for the basis of tax- 
ation under the act, a mining corporation is not entitled to deduct from 
its gross income any amount whatever on account of depletion or 
exhaustion of ore bodies caused by its operations for the year for which 
the tax is assessed. 

2. Deduction of cost value of ore in ground. 

In the ascertainment of its net income under the act, a mining cor- 
poration is not entitled to a deduction against gross proceeds from the 
mining and treatment of ores to the extent of the cost value of the 
wn h-3 ground before it was mined, ascertained in compliance with 
T. D. 1675. 


(T. D. 2723, June 4, 1918) 
Corporation excise tax act of 1909—Decision of the supreme court 


1. Purpose of the act. 

The legislative purpose was not to tax property as such or the mere 
conversion of property, but to tax the conduct of the business of cor- 
porations organized for profit by a measure based upon the gainful 
returns from their business operations and property from the time the 
act took effect. 

. Treatment of proceeds of conversion of capital assets. 

The suggestion that the entire proceeds of the conversion of capital 
assets should be still treated as the same capital, changed only in form 
and containing no elemeut of income, although including an increment 
of value, is inconsistent with the general purpose of the act. 


3. Meaning of “income.” 
_“Income”™ imports, as used in the act, something entirely distinct from 
principal or capital either as a subject of taxation or as a measure of 
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the tax, conveying rather the idea of gain or increase arising from cor- 
porate activities. 


4. Determination of gain or loss. 


In order to determine whether there has been gain or loss and the 
amount of the gain, if any, an amount must be withdrawn from the gross 
proceeds of sale sufficient to restore the capital value that existed on 
December 31, 1908, notwithstanding any increment of value up to that 
time had not been entered upon the plaintiff’s books of account. 


5. Sales of timber. 


— 


The gain on a sale of timber acquired by a lumber manufacturing 
company before January 1, 1909, and converted into money after that 
date, is income within the meaning of the act, but only such portion of 
the gain as accrued subsequent to December 31, 1908, is taxable. 


(T. D. 2724, June 4, 1918) 
Corporation excise tax act of 1909—Decision of the supreme court 


. The act of March 2, 1867, distinguished. 


The act of March 2, 1867, with certain exceptions, taxed only such 
gains or profits as might be realized from a business transaction begun 
and completed during the preceding year, but the language of the act 
of 1909 is different in material particulars—Gray vs. Darlington (15 
Wall, 63), which construed the former act, is accordingly not controlling. 
Construction of the act. 

The act measured the tax by the income received within the year for 
for which the assessment was levied, whether it accrued within that year 
or in some preceding year while the act was in effect; but it excluded all 
income that accrued prior to January 1, 1909, although -afterwards 
received while the act was in effect. 


. Computation of gain. 


The sale of stock resulted in a gain or profit to the extent of the 
difference between the buying and selling prices, there being no merit 
in the contention that interest should be added to the purchase price in 
order to ascertain its cost, and so much of the profits as may be deemed 
to have accrued subsequent to December 31, 1908, must be treated as a 
part of the gross income of the respondent. 


4. Determination of value of capital assets on December 31, 1908. 


os 


Whether the determination of the value of the capital assets on 
December 31, 1908, should be made by taking an inventory upon the 
basis of market values then existing, or whether the entire increment 
accruing between the time of acquiring and the time of disposing of the 
assets should be prorated as if it had arisen through a series of gradual 
and imperceptible augmentations, is a matter of detail, to be settled 
according to the best evidence obtainable and in accordance with valid 
departmental regulations. 


(T. D. 2725, June 4, 1918) 
Corporation excise tax act of 1909—Decision of the supreme court 


. Profit upon sale of corporate stock. 


A railroad corporation purchasing stock in another corporation for 
investment prior to January 1, 1909, is taxable with respect to so much 
of the profit upon a sale of the stock as accrued after December 31, 1908. 
Determination of value of stock on December 31, 1908. 

The market value of the stock on December 31, 1908, may be deter- 
mined by an inventory taken as of that date, and the stipulated fact of 
the market value of the stock on that date may be accepted as supplying 
the lack of an inventory. 
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(T. D. 2726, June 4, 1918) 
Income tax act of October 3, 1913,—Decision of the supreme court 


1. Effect of sixteenth amendment. 

The sixteenth amendment to the constitution of the United States 
does not extend the taxing power to new or excepted subjects, but merely 
removes all occasion which otherwise might exist for an apportionment 
among the states of taxes laid on income, whether it be derived from 
one source or another. 

2. Nature of tax. 

The tax is not laid on articles in course of exportation or on anything 
which inherently or by the usages of commerce is embraced in expor- 
tation or any of its processes, but on the contrary is a general tax. 

3. Net income from exportation taxable. 

The net income from the venture of exportation when completed, that 
is to say, after the exportation and sale are fully consummated, is sub- 
ject to taxation under general laws. 

4. Judgment affirmed. 

The judgment of the district court is affirmed. 

The appended decision of the United States supreme court in the case 
of William E. Peck & Co. (Inc.) vs. John Z. Lowe, jr., collector of internal 
revenue, is published for the information of internal-revenue officers and 
others concerned. 


SuprEME Court OF THE Unitep States. No. 234. Ocrosper Term, 1917. 


William E. Peck & Co. (Inc.), plaintiff in error, vs. John Z. Lowe, jr., 
collector, etc. 


In error to the district court of the United States for the 
southern district of New York 
[May 20, 1918] 


Mr. Justice Van Devanter delivered the opinion of the court: 


This was an action to recover a tax paid under protest and alleged to 
have been imposed contrary to the constitutional provision (art. 1, sec. 9, 
cl. 5) that “No tax or duty shall be laid on articles exported from any 
state.” The judgment below was for the defendant. (234 Fed., 125.) 

The plaintiff is a domestic corporation chiefly engaged in buying goods 
in the several states, shipping them to foreign countries, and there selling 
them. In 1914 its net income from this business was $30,173.66 and from 
other sources $12,436.24. An income tax for that year, computed on the 
aggregate of these sums, was assessed against it and paid under compul- 
sion. It is conceded that so much of the tax as was based on the income 
from other sources was valid, and the controversy is over so much of it 
as was attributable to the income from shipping goods to foreign coun- 
tries and there selling them. 

The tax was levied under the act of October 3, 1913 (c. 16, Sec. II, 38 
Stat., 166, 172), which provided for annually subjecting every domestic 
corporation to the payment of a tax of a specified per centum of its “entire 
net income arising or accruing from all sources during the preceding calendar 
year.” Certain fraternal and other corporations, as also income from 
certain enumerated sources, were specifically excepted, but none of the 
exceptions included the plaintiff or any part of its income. So, tested 
merely by the terms of the act, the tax collected from the plaintiff was 
rightly computed on its total net income. But as the act obviously could 
not impose a tax forbidden by the constitution, we proceed to consider 
whether the tax, or rather the part in question, was forbidden by the con- 
stitutional provision on which the plaintiff relies. 
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The sixteenth amendment, although referred to in argument, has no 
real bearing and may be put out of view. As pointed out in recent deci- 
sions, it does not extend the taxing power to new or excepted subjects, but 
merely removes all occasion which otherwise might exist, for an appor- 
tionment among the states of taxes laid on income, whether it be derived 
from one source or another. Brushaber vs. Union Pacific R. R. Co. (240 
U. S., 1, 17-19) ; Stanton vs. Baltic Mining Co. (240 U. S., 103, 112-113). 

The constitution broadly empowers congress not only “to lay and collect 
taxes, duties, imposts and excises,” but also “to regulate commerce with 
foreign nations.” So, if the prohibitory clause invoked by the plaintiff be 
not in the way, congress undoubtedly has power to lay and collect such 
a tax as is here in question. That clause says “No tax or duty shall be 
laid on articles exported from any state.” Of course it qualifies and 
restricts the power to tax as broadly conferred. But to what extent? The 
decisions of this court answer that it excepts from the range of that power 
articles in course of exportation, Turpin vs. Burgess (117 U. S., 504, 507) ; 
the act or occupation of exporting, Brown vs. Maryland (12 Wheat., 419, 
445) ; bills of lading for articles being exported, Fairbanks vs. United States 
(181 U. S., 283) ; charter parties for the carriage of cargoes from state to 
foreign ports, United States vs. Hvoslef (237 U. S., 1); and policies of 
marine insurance on articles being exported—such insurance being uni- 
formly regarded as “an integral part of the exportation” and the policy 
as “one of the ordinary shipping documents,” Thames and Mersey Ins. Co. 
vs. United States, 237 U. S., 19. In short, the court has interpreted the 
clause as meaning that exportation must be free from taxation, and there- 
fore as requiring “not simply an omission of a tax upon the articles 
exported, but also a freedom from any tax which directly burdens the 
exportation.” Fairbanks vs. United States, supra, pages 292-293, And the 
court has indicated that where the tax is not laid on the articles them- 
selves while in course of exportation the true test of its validity is whether 
it “so directly and closely” bears on the “process of exporting” as to be 
in substance a tax on the exportation. Thames and Mersey Ins. Co. vs. 
United States, supra, page 25. In this view it has been held that the 
clause does not condemn or invalidate charges or taxes, not laid on prop- 
erty while being exported, merely because they affect exportation indirectly 
or remotely. Thus a charge for stamps which each package of manufac- 
tured tobacco intended for export was required to bear before removal 
from the factory was upheld in Pace vs. Burgess, 92 U. S., 372, and Turpin 
vs. Burgess, 117 U. S., 504; and the application of a manufacturing tax 
on all filled cheese to cheese manufactured under contract for export, and 
actually exported, was upheld in Cornell vs. Coyne, 192 U. S., 418. In 
that case it was said, page 427: “The true construction of the constitu- 
tional provision is that no burden by way of tax or duty can be cast upon 
the exportation of articles, and does not mean that articles exported are 
relieved from the prior ordinary burdens of taxation which rest upon all 
property similarly situated. The exemption attaches to the export, and 
not to the article before its exportation.” 

While fully assenting and adhering to the interpretation which has been 
put on the clause in giving effect to its spirit as well as its letter, we are 
of opinion that to broaden that interpretation would be to depart from both 
the spirit and letter. 

The tax in question is unlike any of those heretofore condemned. It 
is not laid on articles in course of exportation or on anything which 
inherently or by the usages of commerce is embraced in exportation or 
any of its processes. On the contrary, it is an income tax laid generally 
on net incomes. And while it can not be applied to any income which 
congress has no power to tax (see Stanton vs. Baltic Mining Co., supra, 
p. 113), it is both nominally and actually a general tax. It is not laid on 
income from exportation because of its source, or in a discriminative way, 
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but just as it is laid on other income. The words of the act are “net 
income arising or accruing from all sources.” There is no discrimination. 
At most, exportation is affected only indirectly and remotely. The tax is 
levied after exportation is completed, after all expenses are paid and losses 
adjusted, and after the recipient of the income is free to use it as he 
chooses. Thus what is taxed—the net income—is as far removed from 
exportation as are articles intended for export before the exportation 
begins. If articles manufactured and intended for export are subject to 
taxation under general laws up to the time they are put in course of expor- 
tation, as we have seen they are, the conclusion is unavoidable that the 
net income from the venture when completed, that is to say, after the 
exportation and sale are fully consummated, is likewise subject to tax- 
ation under general laws. In that respect the status of the income is not 
different from that of the exported articles prior to the exportation. 

For these reasons we hold that the objection urged against the tax is 
not well grounded. 


Judgment affirmed. 
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Epitep sy SEYMOUR WALTON, C.P.A. 
(Assistep BY H. A. Finney, C.P.A.) 


PARTNERSHIP LIQUIDATION 


Editor, Students’ Department: 

Will you please explain the method to be followed in winding up the 
affairs of a partnership? I am particularly interested in the principles which 
should be followed to assure the proper distribution of the assets among the 
partners, and also in the ratio to be used in making periodical payments 
to partners. How can the liquidator be sure that he will not overpay one 
partner when he makes a distribution of cash before all of the losses are 
known? Yours very truly, C. W. 

It is assumed that “winding up the affairs” means that the business is 
discontinued as well as the partnership terminated, and not merely that 
a sale is made of the business as a going concern. The following reply 
is based on this assumption. When the business is discontinued, the assets 
must be realized and any profit or loss on such realization must be properly 
apportioned among the partners; the liabilities to outside creditors must 
be liquidated; and finally the liabilities to partners must be liquidated. 
The following principles should be followed: 

As to realization: 

Divide profits or losses among the partners in their profit and loss 
ratio. Emphasis cannot be placed too strongly on the necessity of making 
this profit and loss adjustment before paying the partners, because failure 
to do so would result in an improper settlement among the partners. Such 
losses or gains should be distributed in the profit and loss ratio, not in 
the capital ratio. This principle is emphasized because of a tendency to 
assume that different ratios should govern the distribution of profits or 
losses which become apparent during operation and the distribution of 
profits or losses which become apparent at the time of dissolution. 
This tendency arises from the assumption that the agreed ratios apply to 
operations only, and that losses disclosed by realization are losses of 
capital and hence should be borne in the capital ratio. 

Analysis shows the error of this assumption. All losses are losses of 
capital, irrespective of when they become apparent. Moreover, any varia- 
tion between book value and realization value of assets may be only 
the disclosure of a difference in value inherent in the assets and arising 
from operation. For instance, the collection of an account receivable with 
a resulting loss merely evidences the fact that a sale, which is an element 
of operation, resulted in a loss of capital. 

As to liquidation: 

Payments should be made in the following order of preference: 

Outside creditors; 
Partners’ loans; 
Partners’ capitals. 
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Payments should be made on partners’ capitals in the capital ratio at 
the time of making the dividend—that is, after realization losses have been 
charged off. There are some exceptions to the rule of making payments 
on capital ratios. These exceptions will be discussed hereafter. Generally 
speaking, the capital ratio should be followed only in case all the assets 
have been realized and all possible losses have been ascertained before 
making the dividend to the partners. 

The following example illustrates the method of making settlement 
when all assets have been realized and all losses ascertained, the losses 
not being excessive enough to exhaust any partner’s capital. The following 
condensed trial balance shows the condition of the affairs of the partner- 
ship before realization begins: 


Trial balance 


A capital 12,000 
B capital 8,000 
Accounts payable 5,000 
Assets 25,000 





25,000 25,000 








The assets of $25,000 were sold for $21,000, and it is required to make 
a proper distribution of the cash. 

The first step is to divide the loss resulting from realization between 
the partners. Since there was no stated agreement, it must be assumed 
that losses are to be borne equally, with the following results: 


Capital accounts 





A B Total 
Balances before realization 12,000 8,000 20,000 
Realization loss 2,000 2,000 4,000 
Balance after realization 10,000 6,000 16,000 








Having adjusted the losses, the cash would be divided as follows: 


Cash 
Accounts payable 5,000 
A capital 10,000 
B capital 6,000 
Total realized 21,000 


The failure to apply the two rules of dividing losses in profit and loss 
ratio and making payments on resulting capital ratios frequently leads to 
inequitable settlements. Some of these incorrect methods are so often 
used by students that it seems desirable to illustrate them. 
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One cause of error lies in the assumption that realization losses are 
to be borne in capital ratios. Since A’s and B’s capitals before realization 
stood in the ratio of 3/5 and 2/5, the erroneous distribution of loss and 
cash would be as follows: 


Capital accounts 





A B Total 

Balances before realization 12,000 8,000 20,000 
Loss on capital ratio 2,400 1,600 4,000 
3alances and cash payments 9,600 6,400 16,000 
Balances and payments should be 10,000 6,000 16,000 
A, having been charged with $400 excess loss, would receive $400 less 


cash than he was entitled to, with a corresponding benefit to B. 

Another cause of error lies in the assumption that the cash is to be 
divided in the original capital ratios, without any consideration of the 
losses. The effect of this method is to divide the losses automatically in 
the capital ratio, as shown in the following statement: 


Capital accounts 


A B Total 
Original balances 12,000 8,000 20,000 
Cash, in original capital ratio 9,600 (3/5) 6,400 (2/5) 16,000 
Balances (loss) 2,400 1,600 ; 4,000 
Losses should be 2,000 2,000 4,000 


Another cause of frequent error lies in the division of the cash in the 
profit and loss ratio. This method is based on a false assumption that a 
division of cash in the profit and loss ratio is equivalent to dividing the 
losses in the agreed ratio. The fallacy of this opinion is shown by the 
following statement: 

Capital accounts 





A B Total 
Original balances 12,000 8,000 20,000 
Cash (on profit and loss ratio) 8,000 8,000 16,000 
Balance, loss 4,000 0 4,000 


It will be noted that the division of cash in profit and loss ratios 
imposes all of the loss, in this case, on A. 

It was stated above that there were exceptions to the rule of paying 
the partners in the capital ratio at the time of the dividend. Some of 
these exceptions will now be discussed. 

When there are more than two partners and when one or more of their 
capital accounts have been reduced to a debit balance by reason of losses 
or drawings, the partner with a debit balance will of course not participate 
in the liquidating dividend. The partners with credit balances should not 
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be paid in their capital ratios, but should be paid down to their profit and 
loss ratios of the other capital debits. This is because there is a possibility 
that the capital debits will not be paid in, with the result that there will 
be further losses to be borne by the partners with capital credits. To 
illustrate, the assets shown in the following trial balance 


Trial balance 
P. and L. ratios 





A capital 20,000 50% 
B capital 16,000 25% 
C capital 4,000 25% 
Liabilities 10,000 
Assets 50,000 

50,000 50,000 








were sold for $29,200. The agreed division of the loss of $20,800 would 
be as follows: 
Capital accounts 





A B j Total 

Original balances 20,000 16,000 4,000 40,000 

Loss 10,400 5,200 5,200 20,800 

3alances after realization 9,600 10,800 19,200 
1,200 Dr. 


If it is desired to distribute between A and B the $19,200 cash on hand 
before it is known whether C will pay in, the cash distribution must be 
made on the assumption that there is a possibility that the asset of C’s 
debit balance will be uncollectible. In such an event the loss should be 
borne by A and B in their profit and loss ratio of 2/3 and 1/3. This is 
one of the cases in which the liquidator must safeguard himself by aban- 
doning the capital ratio—he should pay A and B such arbitrary amounts 
as will reduce their capital accounts to their profit and loss ratios of the 
amount due from C. Since, by agreement, A should lose 2/3, or $800, 
and B should lose 1/3, or $400, in case the $1,200 is not collected, the 
payments should reduce their accounts to these balances as follows: 


Cash distribution 





A B C Total 
Balances, as above 9,600 10,800 Dr. 1,200 19,200 
Cash 8,800 10,400 0 19,200 
800 400 Dr. 1,200 0 








If the capital ratio rule had been followed in this case, the payments 
to A and B would have been in the ratio of 96 to 108, or 8/17 to A and 
9/17 to B, with the following results: 
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Cash distribution on capital ratio 











A B c Total 
Balances at time of dividend 9,600.00 10,800.00 Dr. 1,200.00 19,200.00 
Dividend on capital ratio 9,035.29 10,164.71 0 19,200.00 
Balances 564.71 635.29 Dr. 1,200.00 0 




















If C should fail to pay in his debit balance, A should pay B $235.29 to 
reduce B’s loss to his agreed loss of $400. If A failed to make this 
payment, B could hold the liquidator for it, since it was the liquidator’s 
overpayment to A which resulted in B’s excessive loss. The method of 
paying down to the profit and loss ratio of C’s debit balance safeguards 
the liquidator against this hazard. 

It has been said that partners’ loans should be paid before partners’ 
capitals, but there is an exception to this rule covering cases where a 
partner has a capital debit and a loan credit. In such cases the right of 
offset may be applied, such a portion of the partner’s loan being transferred 
to his capital as is necessary to make good the deficit in the latter account. 
To illustrate, the assets shown in the following trial balance 

Trial balance 
P. and L. ratios 





A capital 20,000 35% 
B capital 20,000 35% 
C capital 5,000 30% ° 
C loan 5,000 
Accounts payable 10,000 
Assets 60,000 

60,000 60,000 








were sold for $40,000. The following statement shows: 
1. The distribution of the loss as agreed; 
2. The offset of $1,000 from C’s loan to his capital to make 
good the debit balance in the latter account; 
3. The payment of liquidating dividends in the proper order 
of preference. 
Acap Bceap Ccap  Cloan Accts. pay. Total 
Per trial balance 20,000 20,000 5,000 5,000 10,000 60,000 














1. Loss 7,000 7,000 6,000 20,000 
Balances 13,000 13,000 Dr. 1,000 5,000 10,000 40,000 
2. Offset Cr. 1,000 Dr. 1,000 
Balances 13,000 13,000 0 4,000 10,000 40,000 
3. Payments: 
First 10,000 10,000 
Second 4,000 4,000 
Third 13,000 13,000 26,000 
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It will be noted that only $1,000 was transferred from C’s loam account 
to his capital account. While the payments to the three partners would 
have been the same in this case if C’s entire loan had been transferred 
to his capital, such a transfer would have destroyed the evidence of the 
fact that the $4,000 due C was payable on account of loan, and hence 
took precedence of the payments to be made to A and B on capital 
accounts. 

When the realization of assets requires a considerable period of time, 
it may be desirable to make liquidating dividends to the partners in periodi- 
cal amounts. Such payments should not be made to the partners until the 
creditors have been paid in full or the liquidator will be responsible to 
creditors for any deficiency to them resulting from payments on capitals. 
When liquidating dividends are made to partners before realization is 
completed, the liquidator should bear in mind the possibility of losses on 
subsequent realizations, and should make his payments in such a way 
that he will not overpay any partner. When the partners bear losses in 
the capital ratios there is no danger of overpayment, but when the capital 
ratios and profit and loss ratios differ it is inevitable that at least one 
partner will have a profit and loss ratio in excess of his capital ratio, with 
the consequent possibility that future losses will more than exhaust his 
capital account. In such cases, if there is more than a remote possibility 
of heavy losses on future realization, the liquidator runs a risk of over- 
paying such a partner if the distribution is made in the capital ratios. 
Therefore the distribution of cash on capital ratios should be abandoned 
and the liquidator should use a method which will as nearly as possible 
reduce the capital accounts to the profit and loss ratio. After the capital 
accounts have been brought to the profit and loss ratio, subsequent liqui- 
dating dividends may be made on the capital ratio. 


To illustrate, assume that the partnership conditions are as follows: 




















A B Cc D Total 

Capital ratios 25% 25% 25% 25% 100% 
Profit and loss ratios 20% 25% 25% 30% 100% 
Capitals 10,000 10,000 10,000 10,000 40,000 
Loss on first realization 200 250 250 300 1,000 
Balances at dividend 9,800 9,750 9,750 9,700 39,000 
Cash 3,800 2,250 2,250 700 9,000 
Balances 6,000 7,500 7,500 9,000 30,000 


The above statement shows that at a time when the total capitals 
amounted to $40,000 a realization of assets amounting to $10,000 was made 
with a loss of $1,000. The loss is charged to the partners in the agreed 
ratio. The liquidator next considers the possibility that the entire $30,000 
will be lost. In such an event this loss should be charged against the 
partners in the following amounts: A, $6,000; B, $7,500; C, $7,500; and 
D, $9,000. These amounts were determined by multiplying $30,000 by 
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each partner’s profit and loss per cent. To insure each partner’s ability 
to bear his proportion of any possible loss, the payments are made to 
reduce the capitals to these amounts. 


It is often impossible to reduce the capitals to the profit and loss ratio 
at the first dividend. To illustrate the method to be followed in such cases, 
assume that four partners, each with an investment of $10,000, share profits 
in the ratios indicated in the following statement. In the realization of 
$10,000 of assets a loss of $1,000 is incurred. This loss is charged to the 
partners as follows: 





Profit and loss ratio 18% 20% 22% 40% 100% 
Partners A B c D Total 
Capitals 10,000 10,000 10,000 10,000 40,000 
Loss 180 200 20 400 1,000 
Balances 9,820 9,800 9,780 9,600 39,000 


If the $9,000 cash is divided there will remain $30,000 of assets. Should 
a total loss occur, the charges to the partners on account of this loss should 
be as follows: 


5,400 6,000 6,600 12,000 30,000 


It will be noted that before the distribution of the $9,000, A, B and C 
have sufficient capital credits to provide for their portion of any possible 
loss. They should therefore participate in the cash distribution. But D, 
whose capital carries a credit of only $9,600, may be obliged to bear a loss 
of $12,000. Since his account is already inadequate to absorb his possible 
loss, the liquidator would be unwise further to deplete his account by 
allowing him to participate in the dividend. 

But A, B and C cannot be paid down to the amounts of $5,400, $6,000 
and $6,600 respectively, because there is not sufficient cash to do so and 
also because if a $12,000 loss should be charged against D and there should 
be a failure to collect the consequent debit balance of $2,400 from him, 
A, B and C would be required to absorb this loss in their profit and loss 
ratios. These three partners are therefore in danger of being charged 
with the following possible losses: 











A B C 
Own portion of possible loss 5,400 6,000 6,600 
Portion of D’s possible 
debit balance 

D’s share of possible loss 12,000 

D’s capital account 9,600 

Possible uncollectible balance 2,400 720 (48)  800(38)  880(3% 
Total possible loss 6,120 6,800 7,480 
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As a safeguard to all partners and to the liquidator, the cash should 
be distributed as follows: 


A B C D Total 
Balances (as above) 9,820 9,800 9,780 9,600 39,000 
Cash 3,700 3,000 2,300 9,000 











Balances (possible loss) 6,120 6,800 7,480 9,600 30,000 




















During a subsequent period $20,000 worth of assets was realized with 
a loss of $4,000. In distributing the $16,000 cash it is now possible to 
reduce the partners’ accounts to their profit and loss sharing ratios as 
follows: 




















A B > D Total 

Balances (as above) 6,120 6,800 7,480 9,600 30,000 

Loss 720 800 880 1,600 4,000 

Balances 5,400 6,000 6,600 8,000 26,000 

Cash 3,600 4,000 4,400 4,000 16,000 
3alances (in profit and 

loss ratio) 1,800 2,000 2,200 4,000 10,000 




















The remaining assets were realized with a loss of $6,000, the distri- 
bution of the loss and the cash being shown below: 








A B c D Total 
Balances (as above) 1,800 2,000 2,200 4,000 10,000 
Loss 1,080 1,200 1,320 2,400 6,000 
Balances 720 800 880 1,600 4,000 
Cash 720 800 880 1,600 4,000 














It may seem that the failure to include D in the first distribution, as 
well as the abandonment of the method of making distribution of divi- 
dends on capital ratios, may work an injustice to some partner. The 
following schedules of loss and cash distribution will show that the safe- 
guarding of the liquidator and the three partners with loss sharing ratios 
which do not exceed their capital ratios as against D with a loss sharing 
ratio in excess of his capital ratio does not work any eventual injustice 
to any partner since each bears his proper proportion of the loss and 
receives his equitable portion of the cash. 
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Schedule of losses 








A B : D Total 
Profit and loss ratios 18% 20% 22% 40% 100% 
First realization 180 200 220 400 1,000 
Second realization 720 800 880 1,600 4,000 
Third realization 1,080 1,200 1,320 2,400 6,000 








Total losses 1,980 2,200 2,420 4,400 11,000 











Schedule of cash distributions 























A B . D Total 
First dividend 3,700 3,000 2,300 9,000 
Second dividend 3,600 4,000 4,400 4,000 16,000 
Third dividend 720 800 880 1,600 4,000 
Total 8,020 7,800 7,580 5,600 29,000 

Verification 

A B C D Total 
Initial capital 10,000 10,000 10,000 10,000 40,000 
Losses (as above) 1,980 2,200 2,420 4,400 11,000 
Cash (as above) 8,020 7,800 7,580 5,600 29,000 














If D, or any of the other partners, should object to a liquidation of this 
sort, the liquidator might refuse to make any part dividends, but wait 
until all assets are realized and all losses ascertained. 


DonaTED REAL ESTATE 


Editor, Students’ Department: 


Being under the impression that the Students’ Department gives con- 
sideration and answers to problems put to it by subscribers, I respectfully 
request you to enlighten me as to certain points in the following case: 

In January, 1916, the X company contracted with the chamber of com- 
merce of G. H., Michigan, to move its office and manufacturing plant 
from Chicago to G. H., Michigan, upon the following considerations : 


A. The chamber of commerce to deliver, at the end of seven years, deeds 
to land and buildings in G. H., Michigan (to be occupied by the X 
company upon moving) providing the X company had expended 
$250,000 in payrolls during this period of seven years; 


B. The chamber of commerce to pay the company for additional equip- 
ment (up to $3,500) as fast as installed in the new location; 


C. The chamber of commerce to pay the company for moneys spent im 
improving or altering the buildings to be occupied (up to $2,500) ; 
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D. Difference between amounts expended as above (B & C) and $7,000 
to be paid the company when completely installed at G. H., Michigan. 


Assets and liabilities of the company before moving were 


Equipment $28,000.00 

Accounts receivable 8,000.00 

Cash 3,000.00 

Stores 3,000.00 
Accounts payable $1,000.00 
Capital stock authorized and issued 30,000.00 
Surplus 11,000.00 





$42,000.00 $42,000.00 








In moving, the company spent $3,900.00 for freight and cartage and 
for labor dismantling the old plant. Machinery such as engines, boilers, 
dynamos, etc. (in use about three years) were left in place and abandoned 
at old location, to the value of $9,315.00 (purchase cost). 

The X company, while in Chicago, did not own the building it occupied, 
but had entered into contract with another tenant of the same building 
to furnish power over a period of years. It was in consideration of the 
agreement by the owner of the building to assume this obligation to furnish 
power to the other tenant, that the machinery was left in place and 
abandoned. 

In preparing the new location, from rather poor records available it 
appears that the company spent $21,500 for new equipment and for 
improvements and alterations on the buildings—amounts to building and to 
equipment were not kept separate, but were estimated to be $5,300.00 
for building and $16,200.00 for equipment. 

In closing the books for the year 1916, the following entries were made: 


Dr. Surplus $3,900.00 
Cr. Moving expenses $3,900.00 
Dr. Surplus 9,315.00 
Cr. Equipment 9,315.00 
Equipment abandoned at Chicago. 
Dr. Surplus 3,000.00 
Cr. Plant and equipment 3,000.00 


(Estimated cost of preparing plant at G. H., Michigan, for re-building 
and occupancy, such as tearing up floors, moving partitions, tearing down 
old walls before re-building, etc.) 


Dr. Chamber of commerce 7,000.00 
Cr. Surplus 7,000.00 


Because of the generally upset conditions occasioned by preparing to 
move, moving and getting settled in new location, the business made no 
profit in 1916, although it had been a paying proposition for eighteen years. 

If the above case is stated plainly enough, will you kindly show how 
closing entries shown should have been made? 

Would it be proper to make entries at the present time, charging some 
“asset” account or “deferred charges” account, and crediting “surplus” for 
the following: 


1. Moving expense $3,900.00 
2. Machinery abandoned (less depreciation 

three years) 9,315.00 
3. Preparing plant 3,000.00 


so as to show these amounts on the balance-sheet as being part of the 
investment ? 
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What would you name such an account? How would it eventually be 
wiped out—by crediting some “reserve” account? How would you record 
the building deal on the books at present? When the chamber of com- 
merce finally delivers the deed, what would determine the amount the 
balance-sheet would show under “buildings”? 

Is it not permissible to charge to “manufacturing expense” the expenses 
and losses mentioned above (1, 2 and 3) in yearly equal amounts, in 
place of “building” or “rent” cost? 

Thanking you for any attention you may give the above, I am 


Yours very truly, 
READER. 


One thing is certain: no value can be placed on the books for the 
property that is to be donated by the city of G. H. until the conditions 
are completely met. The question then is as to what entries are allowable 
in the meantime, and also what may be done at the end of the seven years, 
if the contract is fulfilled. 

To determine what kind of entries to make it is necessary to analyze 
the transactions which the entries are to record. In this case the main 
object of moving from Chicago to G. H. was the acquisition of the title 
to a plant. The incentive to move was the value of the promised plant 
at the time of moving, not seven years later. Therefore, it is necessary 
to have the property appraised, or at least a value agreed upon, including 
the improvements. 

Having fixed upon the value, all expenses incurred solely for the 
acquisition of the property will be the eventual cost of the property when 
title is obtained. It is true that it will not be known for seven years 
whether that cost is to become an asset or an expense, but no harm can 
be done if it is carried as a quasi or contingent asset. A good name for the 
account would be “contingent equity, G. H. plant.” This account would 
be charged with 


Moving expenses 3,900.00 
Equipment abandoned 9,315.00 
Building improvement and alteration 5,300.00 
18,515.00 
and credited with payment by chamber 
of commerce 7,000.00 
11,515.00 


This may be less, if depreciation is to be allowed on the abandoned 
equipment. 

During the seven years, depreciation should be calculated on the 
appraised value of the new buildings and regularly charged as a manu- 
facturing expense and credited to reserve for depreciation. The buildings 
must be treated on the hypothesis of eventual ownership, except taking 
credit for their full value. 
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However, in order to be on the safe side, enough of the surplus should 
be retained in the business to cover the cost of the property until title is 
acquired, and the surplus should be so earmarked. At present there would 
be little or no surplus, depending upon the amount of depreciation deducted 
from the charge for abandoned equipment. In the balance-sheet, there- 
fore, there should be a note at the surplus account “appropriated for 
new plant.” 

No attention can be paid to the lack of profits in the year 1916. Failure 
to earn a profit is neither a loss nor an expense. As a matter of fact, the 
year in which the move took place will prove to have been a very profit- 
able one when title to the property is acquired, but the realization of the 
profit is deferred seven years. 

At the end of seven years, if all the conditions shall have been fulfilled, 
title to the property will be given to the company, which will then be 
authorized to enter the plant on its books as an asset. This would be 
done by charging plant account with the full value as appraised seven 
years before. The offsetting credit would be to “contingent equity, G. H. 
plant,” to close out the balance of that account, and to surplus for the 
remainder. In future the note on the balance-sheet restricting the surplus 
would be omitted. 

Surplus receives the credit for the excess of the value of the property 
over its cost, because it is not the profit of any one year but the accumu- 
lation of the seven years. It must be treated as a profit, although only 
part of it may be such. Part of it is unquestionably an offset against the 
poor results of the year in which the move was made. Part of it, how- 
ever, may be clear profit to which the company is entitled in consequence 
of having rendered a service to the city of G. H., for which the latter 
considered the property fair payment. 


TIRE GUARANTEE 


Editor, Students’ Department: 


It has been our custom to charge our factory with the difference 
between the selling price and the amount received for earned mileage on 
an adjusted tire. As some auditors think that the factory should only be 
charged with the difference between the manufacturing cost of the tire and 
the amount received for earned mileage, we would like to have you give 
us the benefit of your experience in this line. 

In making adjustments in the first way we are taking into considera- 
tion that the sales department is entitled to credit for mileage which is 
actually earned. 

Thanking you for your attention to this, we are 

Very truly yours, 
J. W. D. 


The whole question as to the amount which should be charged to the 
factory on account of the return of a tire under the guarantee turns on 
whether or not it is considered that the general office should realize two 
profits because it has sold two tires. By your plan this question is 
answered in the affirmative. This would be entirely equitable if it were 
not for the fact that the general office does not incur any selling expense 
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in disposing of the second tire. It would seem as if it would be more 
just to adopt a course which would take this fact into consideration by 
allowing the factory an amount representing the selling expense. 

It might be pertinent to ask the auditors who claim that the factory 
should be charged only with the difference between manufacturing cost and 
earned mileage what entry they would make in case the earned mileage 
exceeded the cost. 

OPENING PARTNERSHIP Books 
Editor, Students’ Department: 

I would appreciate your advice with respect to the opening entries for 

a newly formed partnership, succeeding an old firm under the following 


conditions : 
The Right & Left Co. dissolved, Mr. Right taking the following assets: 


Office furniture valued at $1,000.00 paid Mr. Left $500.00 
Bank balances, 100.00 paid Mr. Left 50.00 
Bond investments, 2,000.00 paid Mr. Left 1,000.00 


and took these over. 


Stock, 50,000 shares, not carried on the books—all taken over 
by Mr. Right. 


Cash, $1,000, received by Mr. Right for sundry assets and 
accounts—taken by Mr. Left, in excess of those taken 
by Mr. Right. 


The firm of Right & Co. being formed, starting business with the above 
assets, I presume the opening entry would be as follows: 


Debits 
Furniture and fixtures, $1,000.00 (full value) 
Cash in bank 1,050.00 
Bond investments 2,000.00 


Stock investments (value to be determined) 


Credits 
: Capital account Right & Co. aggregate amount 
j of the foregoing debits. 


I would appreciate your criticism and suggestions on the above matter. 
Very truly yours, 
E. G. 


Your entries opening the books of Right & Company are in the main 
correct, if Mr. Right paid Mr. Left $50.00 for half the bank account out 
of the bank account itself. All the rest of the money he paid seems to 
have come from some other funds belonging to Mr. Right. 

One criticism I must make relative to the capital account. In a partner- 
ship there is no single account with capital. Each partner must have a 
separate, individual capital account. This is true even in this case, where 
the company is evidently nominal. The account should be “J. B. Right, 
capital.” Since there are no outside liabilities, the balance of the account 
would, of course, be equal to the total of the assets. 
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BULLETIN NO. 10, Harvarp Bureau or Business RESEARCH. 

The establishment of business courses at several universities has led 
to the discovery that business, one of the oldest and widest occupations 
of man, has evaded scientific scrutiny. The business knowledge of today 
consists of a scattered flock of customs, maxims and unwritten rules, 
which the new adventurer into trade must seek and collect under fire; 
the merciless allied fire of intrenched competition and hostile natural 
forces. Small wonder that the infantile death-rate of business enterprises 
is so appalling and the brief life-expectancy of older ones so discour- 
aging. 

The progress of science has been discouragingly slow. The old 
Baconian method, which we had thought obsolete, of collecting innumer- 
able unimportant facts before venturing to form an hypothesis, seems to 
be the only instrument chosen by the Harvard Bureau of Business Research, 
whose Bulletin No. Io is now before us. With the hope that I can suggest 
other instruments more efficient and powerful, I have ventured to review 
the work. 

“This bulletin,” to quote the opening sentence, “gives the results of an 
inquiry into the buying, selling and stock-handling methods and operating 
expenses of representative shoe stores throughout the United States during 
the last six years.” 

The bulletin classifies shoe stores in three groups: (1) low price shoes, 
(2) medium price shoes, and (3) high price shoes. This scheme of classi- 
fication is of vast importance to future research into business, for I 
believe it is the first recorded attempt to separate businesses into economic 
strata. As the bureau proceeds with its collection and study of wider 
data it will discover that such grouping is common not only to shoe stores, but 
to every kind of business, and can be more comprehensively expressed by 
the general terms, necessities, indulgences, extravagances. In combination 
with this basic classification, sub-classifications will produce important 
fruitage; for example, consumer, retailer, wholesaler, producer; one 
commodity, few commodities, many commodities; capital investment, 
$1,000; $10,000; $100,000. Such research as is the aim of the bureau will 
entail formal division into determinate classes. 

Quoting again, “The methods of the most successful stores in each 
group have been compared with the methods of the least successful stores 
in the same group.” The methods referred to are confined in this bulletin 
almost entirely to expenses; in fact it is explicitly acknowledged that “for 
the purposes of this comparison the stores with relatively low operating 
expense are regarded as the most successful in each group.” It is not 
too much to say that the adoption of this rule has vitiated the scientific 
and much of the practical value of the work. It is like calculating the 
efficiency of a war measure by its cost. Surely the percentage of net 
profit to capital invested would have been the sensible as well as the recog- 
nized test of success. The adoption of this rule has led the investigators 
into paths quite remote from the avowed destination; those paths have 
been penetrated through all their ramifications to the very end, and are 
at best no more than blind alleys. 
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Even from the utilitarian point of view, which, by the way, is given 
entirely too much weight at this stage of the investigation, the value is 
doubtful. It cannot profit a merchant who is paying rent equal to 10.75 
per cent. of his sales to know that another merchant pays only 1.51 per 
cent. (page 38). There is nothing that he can do in the matter, and if his 
business is profitable, as is admitted by its inclusion in the table, he would 
not exchange locations if he could. And it may be dogmatically stated 
that there is nothing so abstruse about expense in general or particular 
as to require such laborious research for its illumination. The most 
inefficient manager recognizes the part played by expense, and curtails it 
constantly and in many cases unwisely. We are glad to see that the 
unsoundness of the conclusions derived from the data presented is 
admitted by the authors themselves, for qualifying and evasive phrases 
occur: page (8) “there are of course numerous exceptions to any general 
conclusion regarding any one practice”; page (23), “whatever method is 
followed it of course must be sufficiently flexible to permit of occasional 
exceptions,” and on page (15) “the facts seem to indicate clearly that 
their buying policy is at least partially at fault.” 

The most disappointing thing about these bulletins is their concentra- 
tion upon and solicitous devotion to expense, coupled with their reluctance 
to dwell upon the vastly more important gross profit. While, in expense 
items, fractional parts of one per cent. are calculated and expounded, the 
fact that the rate of gross profit varies from 18.3 per cent. to 40.4 per cent. 
attracts the most superficial notice. A difference in profit of 22c. on the 
dollar is surely of more importance than that of a fractional part of Ic., 
and when that difference occurs in businesses which deal in identical 
commodities, and are subject to similar price boundaries, it would seem 
that plain curiosity would demand a solution. This topic appears to me 
of such paramount importance that I venture to dwell upon it at some 
length by offering a few facts and comments which may provide, or at 
least suggest, fruitful methods of attack. 

As a necessary preliminary I formulate the following definitions: 

Gross profit is the surplusage arising from trading; the excess of pro- 
ceeds over cost. 

The rate of gross profit is the ratio that gross bears to cost or proceeds 
(purchases or sales), usually the latter, expressed as a percentage. 

Other definitions will be formulated in the text. To illustrate these 
definitions the following example is taken from the report of a shoe 
business : 


Sales 305,139.47 
Inventory at beginning 150,276.28 
Purchases 213,332.81 
363,609.09 
Inventory at close 123,253.21 
Cost of sales 240,355.88 





Gross profit 64,783.59 
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The gross profit is 21.23 per cent. of sales, 26.95 per cent. of cost. 

This is the usual way of calculating gross profit and its rate. But it 
is to be noted that this formula is passive, so to speak. It gives no indi- 
cation of the forces at work. It is a static formula, and in this shape 
appears more or less abstruse and incapable of manipulation. But from 
the same accounts we can derive a dynamic formula, manipulative and 
docile. Rate of turnover 1.686, multiplied by the cost profit rate 26.95, 
produces the profit-speed 45.44. Average stock 142,520.46 multiplied by the 
profit-speed 45.44 per cent. produces the gross profit 64,783.59. My own 
abbreviation of this formula in practice is, 

T 1.686, X PR 26.95 is PS 45.44. X AS 14252046 is GP 64783.59. 


Among other advantages this dynamic formula values turnover accu- 
rately, whose profit potentiality is not exaggerated as in the bulletin and 
so many business publications of today. The rates of turnover and gross 
profit both may alter without disturbing profit-speed, which in turn is 
nothing more nor less than the percentage earned on the amount invested— 
a most, the most significant figure. I speak from repeated experience 
when I assert that any one of the three factors or elements of gross profit, 
which I have shown to be the rate of turnover, the rate of profit and the 
average stock, are subject and amenable to management directive, and that 
it is not an extraordinary experience for a concern to double its profit 
earning capacity by thus isolating them and concentrating attention (driv- 
ing) upon that particular one which at the moment is most pliable. Busi- 
ness in general today is accumulating stock because of the constantly 
rising market; that is, it is sacrificing turnover to gross profit. Turpentine 
operators are holding their stocks in anticipation of a rise; sacrificing 
turnover to gross profit. There is nothing that at this moment is more 
despised than turnover. Why, then, should this bulletin and other publi- 
cations persist in giving such bad advice to the business world? 


The bulletin’s method of calculating average stock must be criticised. 
It uses simply the average of the beginning and closing inventories. With 
those inventories available, the rate of profit for the year can be computed, 
and the application of that rate to a table of monthly purchases and sales 
would supply the value of the inventory at the close of each month, so 
that thirteen items would be available instead of two. The accumulation 
of poor stock and its elimination by clearance sales at certain seasons 
must have considerable influence upon the fluctuating capital requirements 
from month to month. The use of but two inventories produces nothing 
but an amount of doubtful comparative value and is quite useless as a 
financial guide or budget for the individual shoe store. 

For the sake of its dialectic value I present here a table of percentages 
which I compiled from the 1905 United States report of manufactures. 
It serves several purposes, but is especially valuable in this discussion for 
its illumination of the reciprocal relations between the gross profit and 
expense rates and of the tendency of net profit to equalize in the various 
industries. 
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MANUFACTURES OF THE UNITED States. (1905.) 


Cost of 
materials Gross Misc. Net e 
used Labor  pprofits Salaries expenses profit 


Food and kindred products 80.98 5.76 13.26 1.79 4.64 6.83 


Textiles 58.03 19.56 22.41 3.21 9.27 9.93 
Iron and steel and their 

products 54.20 22.14 23.66 4.59 7.67. 11.40 
Lumber and its re- 

manufactures 42.40 27.45 30.15 4.00 10.70 15.45 
Leather and its finished 

products 66.71 16.57 16.72 2.55 5.81 8.36 
Paper and printing 35.93 21.70 42.37 945 16.10 1682 
Liquors and beverages 27.94 8.98 63.08 419 4451 1438 


Chemicals and allied products 59.01 9.11 31.88 484 12.50 14.54 
Clay, glass and stone products 31.45 37.85 30.70 5.62 9.72 15.36 


Metals and metal products 
other than iron and steel 69.85 1280 17.35 271 4.55 10.09 


Tobacco 38.07 19.03 42.90 2.72 2417 16.01 
Vehicles for land transpor- 

tation 51.87 3447 13.66 3.73 4.50 5.43 
Shipbuilding 44.57 34.94 20.49 3.60 6.02 10.87 
Miscellaneous industries 48.88 19.98 31.14 5.42 10.73 14.99 
Total manufactures 57.46 17.65 36.84 3.89 983 11.17 


These considerations give the rate of gross profit a high importance 
in the conduct of any business and indicate the means of control. Again, 
an inexplicable fall in the rate is an excellent symptom of disease. When 
one shoe store can earn 40 per cent. and another 18 per cent., the latter 
is assuredly suffering from some cause which has nothing to do with 
expense and it is quite possible to diagnose the disease accurately. Here 
is a list of some of the factors influencing the rate: 


Circumstances indicated by the rate of gross profit alone: 


Fall of rate— 
Steadily falling market, 
Goods paid for but not received, 
Goods stolen from store, broken or wasted, 
Goods sold and not charged, overdeliveries, 
Erroneous price marks, 
Bargain and clearance sales, 
Inventory deflation in quantity or price. 


Besides the opposites of the foregoing, a rise in the rate may 
indicate, or follow: 
Rise of rate— 
Pushing of the more profitable lines; 
Temporary advantage of supply monopoly. 
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It is clear that by a process of elimination the field of search for the 
cause of a fall or rise may be considerably narrowed. The state of the 
market is common knowledge; the efficiency of the purchase records and 
of the sales recording methods can be ascertained, and frequent inspection 
of stock for broken and damaged packages will reveal the likelihood of 
loss from this source. Pushing of the more profitable lines is a common 
result of improved accounting methods, in which stocks are depart- 
mentalized or separated into classes. 

Combinations of the rate of gross profit with other statistics are often 
valuable. For instance, an abnormally high rate of gross profit, when 
accompanied by an increase of customers’ indebtedness, may signal danger; 
for some houses sell on credit to customers who could buy nowhere else 
except for cash, offsetting the extra risk by the higher profit. A rise of 
the rate of gross profit accompanied by a decrease in the volume of sales 
is clear evidence that the house in which it occurs is raising its prices too 
fast and thereby losing customers. 

The study of various stocks of goods is necessary in any comprehen- 
sive scheme of business research. The examination of various kinds of 
business will disclose that stocks are usually homogeneous, but are often 
heterogeneous for quite obvious reasons. Among other things, the ability 
to foretell whether addition of new varieties of stock will be advan- 
tageous or the reverse to any business should not rest upon mere guessing, 
but upon scientific principles as certain as the grafting of trees or the 
transfusion of blood. Scientific principles are at work in business, but 
they are not recognized as such, nor are they under obligation to scien- 
tists. They have been forced in by necessity. For instance, alternating 
adaptation, which is familiar in biology, is just as active in a business 
which sells ice in summer and coal in winter, so that its delivery equip- 
ment is utilized during the whole year; in day and night rates of the 
telegraph office; and in felt and straw hats. 

Finally, the supreme test of business efficiency will for some time rest 
upon the percentage of net profit to the capital invested. The capital 
investment, therefore, must be examined in all of its forms, stock of 
goods, cash, customers, plant, investments and equipment, and principles 
must be established to govern the proportionate investment in each, so 
that an efficient technique may be formulated. 

Francis M. WILLtAms. 





HOW TO ANALYZE INDUSTRIAL SECURITIES, by Czinton 

Cottver. Moody’s Investors Service, New York. 

This book resembles in appearance so much Moody’s How to Analyze 
Railway Reports that one has to think twice in using the two books. 
There is no attempt to conceal the similarity either outside or in. The 
author, in the preface, admits planning “to treat industrials as John 
Moody’s How to Analyze Railroad Reports does the steam transporta- 
tion lines.” The attempt has, in many respects, been successful. The 
book is written in a very interesting style. It is teeming with practical 
illustrations. It is to be especially commended for the general brevity 
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of the chapters. The subject, following the introductory chapters which 
deal with generalities concerning industrials, is discussed under four 
hea‘ls—business factors, management, balance-sheet debits and balance- 
sheet credits. Since it does not purport to be a book on accounting, the 
occasional faulty nomenclature, such for example as “balance-sheet debits,” 
presumably may not be criticised. If there are any chapters in the book 
which excel over others they are the ones on management dealing with 
“The personal equation,” “Codperation and loyalty,” “Financial control” 
and “Financial policy.” The chapters on the balance-sheet captions and 
income accounts appear to be more of a compilation of material than 
otherwise. 
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“Certificates of public accountants” receive attention in chapter XVI. 
In the words of the author, “Too much reliance has been placed upon the 
indorsement of public accountants of income accounts and balance-sheets. 
Of course an uncertified financial report is like an unsearched real estate 
title. But as there are various grades of skill and reliability in the field 
of title-searching, just so are there various grades of skill and responsi- 
bility in public accounting work. ... The first step to be taken by the 
prospective investor or speculator is to find that the records are certified 
by a firm of public accountants, the second is to ascertain the reputation 
of the public accountants, the third to examine the nature of the certifi- 
cate. . . . To be dependable an accountant’s report must accept full respon- 
sibility for all books of record, including all subsidiary books and all 
sources of entries made thereon as well as the valuation of all property 
listed. If this is found over the signature of a firm of public accountants 
having a proper reputation the books of account may be accepted with 
assurance. It must be remembered that accountants take upon themselves 
no responsibility for which they do not show obligation in their certificate.” 

The book would, in the opinion of the reviewer, have been improved 
if there had been set forth somewhere the qualities by which securities 
are judged, such as safety of principal, income yield, probable continu- 
ation of income, marketability and value as collateral. These qualities 
stated as tests for securities, together with illustrations in the form of 
balance-sheets and income statements giving figures to show how the 
statements are used to test for certain of these qualities would help 
greatly the average person who is the recipient of investment literature. 
A sample circular with analysis would not have been amiss. The work 
of a reviewer is always easier than that of the builder of a book. Reviews 
are characteristically critical There is nothing in particular about this 
book to criticise. The literature of the financial field is fuller and better 
by reason of its existence. J. H. W. 





SOCIAL DEMOCRACY EXPLAINED, by Joon Sparco. Harper & 
Brothers, New York. $1.50. 
Mr. Spargo’s latest book, Social Democracy Explained, differs from 
the great majority in that the preface is in some ways the most interesting 
part. At the present moment we are not so much concerned with an 
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explanation of social democracy as we are with the attitude of those who 
profess its principles. 

The average American has a remarkably hazy idea of every subject 
directly or indirectly connected with the theory of socialism. As a rule 
we confuse all isms of a sociological character and are indifferent as to 
the merits and peculiarities which the followers of each ism claim for their 
particular theory. We are, however, deeply concerned with the attitude 
of mind and the manner of those who, professing to see the dawn of a 
new era in any of the many more or less idealistic cults, are liable to allow 
theory to crowd out loyalty. 

Everyone knows that the socialists of Germany, in spite of their posses- 
sion of the balance of power in the deliberative assemblies of the German 
empire, have failed dismally since militarism uttered its war cry. For a 
time we doubted the faith and loyalty of the entire socialist party of this 
country. Latterly, however, we have been reassured. There are, of course, 
many wild and crazy followers of every cult, who prefer to set their 
notions above the good sense of the community, and there are others who 
are frankly, or at any rate indubitably, disloyal. But the great majority 
of thinking men among the socialists have lately found it desirable to 
express themselves candidly for the prosecution of the war, and we are 
glad to know that Mr. Spargo is of this number. 

The author expresses the intention to publish a volume concerning 
the new phases of American social democracy. We shall look forward to 
this coming book as of more importance than the expression of opinions 
which were made prior to the outbreak of the European war and have 
been unamended in the book before us. A. P. R 


79 





The Journal of Accountancy 


Albra W. Sharp 
We regret to announce the death of Albra W. Sharp, C.P.A., member 
of the American Institute of Accountants. Mr. Sharp died on May 14, 
1918. He had been for eleven years a member of the staff of Lybrand, 
Ross Bros. & Montgomery and a partner from the first of January this 
year. 


EEE eee 
Los Angeles Chapter, California Society of C.P.A. 

At the annual meeting of the Los Angeles chapter of the California 
State Society of Certified Public Accountants the following officers and 
directors were elected: F. F. Hahn, president; W. C. Mushet, vice- 
president; E. H. Spencer, secretary-treasurer; H. Ivor Thomas and A. M. 
Loomis, directors. 





Correction 
By an unfortunate error two of the forms appearing in the article 
entitled Accounting for Liberty Loan Subscriptions, by Arthur F. Jones, 
in the June, 1918, issue were transposed. The form which appeared on 
page 426 should have appeared on 431 and that on 431 should have 
appeared on 426. 





Leslie, Banks & Company announce that George K. Hyslop has become 


a partner of the firm. 





Charles H. Pittluck announces the removal of his office to 200 Fifth 
avenue, New York. 





Louis Kadison announces the removal of his offices to 160 Broadway, 
New York. 





